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INTRODUCTION 

e  Subcommittee  on  Oversight  of  the  House  Committee  on 
3  and  Means  has  scheduled  a  public  hearing  on  the  subject  of 
jenalties  on  March  31,  1988.  This  pamphlet/  prepared  by  the 
of  the  Joint  Committee  on  Taxation,  provides  an  overview  of 
najor  penalties  currently  in  the  Internal  Revenue  Code,  a  dis- 
on  of  some  significant  issues  relating  to  the  current  penalty 
;ture,  and  a  listing  of  the  penalties  contained  in  the  Code, 
e  Subcommittee  on  Oversight  is  planning  a  series  of  hearings 
ig  the  second  session  of  the  100th  Congress  to  examine  com- 
ensively  the  structure,  fairness,  effectiveness,  and  application 
le  civil  penalty  provisions  of  the  Code.  The  Subcommittee  has 
lunced  that  its  first  hearing  will  address  the  following  over- 
issues: 

What  is,  or  should  be,  the  purpose  of  the  tax  penalty  system? 
t  is  the  penalty  structure  designed  to  accomplish?  What  fac- 
or  framework  of  issues  should  the  Subcommittee  consider  in 
lating  the  current  penalty  structure?  What  are  the  projections 
he  future  if  the  current  system  remains  the  same? 
How  might  the  current  penalty  structure  be  reformed?  Are 
ing  civil  penalties  fair  and  equitable?  Are  the  current  penal- 
consistent,  necessary,  and  understandable?  Are  existing  penal- 
realistic  in  relation  to  the  offenses  to  which  they  relate?  Are 
effective  deterrents  to  noncompliance?  What  are  the  effects  of 
current  level  of  penalties  on  taxpayer  morale  and  compliance? 
>  How  is  the  IRS  administering  the  current  penalty  provisions? 
ch  penalties  are  frequently  assessed  and  abated?  What  internal 
edural  changes  has  the  IRS  adopted  to  improve  the  administra- 
of  the  penalty  provisions?  What  efforts  can  be  taken  to  make 
penalty  provisions  more  understandable  to  the  taxpayer? 
le  first  part  of  the  pamphlet  describes  the  major  tax  penalties 
3r  present  law.  The  second  part  discusses  background  and  sig- 
:ant  issues  concerning  tax  penalties  in  the  Code.  The  Appendix 
ents  a  list  of  current  tax  penalties  in  the  Code. 


fiis  pamphlet  may  be  cited  as  follows:  Joint  Committee  on  Taxation,  Description  of  Tax 
'ties  (JCS-9-88),  March  24,  1988. 
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I.  DESCRIPTION  OF  SIGNIFICANT  PENALTIES 
A.  Overview 

Tax  penalties  are  generally  designed  to  preserve  the  integrity 
the  tax  system,  and  have  been  a  component  of  the  tax  laws  si 
the  Revenue  Act  of  1913.  Although  the  Internal  Revenue  Codei 
eludes  a  large  number  of  penalties,  only  a  relatively  small  numj 
ot  these  penalties  are  of  general  applicability.  This  portion  of  I' 
pamphlet  describes  the  more  significant  penalties  of  general  api 
cabihty.  The  Appendix  contains  a  listing  of  the  tax  penalties  ^' 
eluding  the  penalty  excise  taxes)  in  the  Code. 

B.  Negligence  Penalty  2 

Under  present  law,  a  taxpayer  is  subject  to  a  penalty  if  any  p,' 
ot  an  underpayment  of  tax  is  due  to  negligence  or  disregard! 
rules  and  regulations.  The  amount  of  this  penalty  is  the  sum  of  ti 
components.  The  first  component  is  an  amount  equal  to  5  perce! 
ot  the  total  amount  of  the  underpayment  of  tax  by  the  taxpa\ 
(whether  or  not  the  entire  underpayment  is  the  result  of  the  ta 
payers  negligence).  The  second  component  is  an  amount  equal! 
5U  percent  of  the  interest  payable  on  the  portion  of  the  underpi 
ment  attributable  to  negligence.  ^  ] 

For  purposes  of  this  penalty,  negligence  includes  any  failure  I' 
make  a  reasonable  attempt  to  comply  with  the  provisions  of  ti 
code,  as  well  as  any  careless,  reckless,  or  intentional  disregard  1 
rules  and  regulations.  } 

A  special  negligence  penalty  may  be  imposed  with  respect  to  i 
tormation  reporting.  If  an  amount  is  shown  on  an  informatil 
return  and  the  payee  or  other  person  with  respect  to  whom  ti 
return  is  made  fails  properly  to  show  such  amount  on  his  or  h 
income  tax  return,  then  the  portion  of  any  underpayment  attribu 
able  to  such  failure  is  treated  as  subject  to  the  negligence  penal] 
absent  clear  and  convincing  evidence  to  the  contrary.  I 

In  some  instances,  a  taxpayer's  return  might  lead  to  the  impoj 
tion  ot  both  a  fraud  penalty  and  a  negligence  penalty.  If  an  unde 
payment  of  a  tax  is  partially  attributable  to  negligence  and  partis 
iy  attributable  to  fraud,  the  negligence  penalty  (which  general 
applies  to  the  entire  underpayment  of  the  tax)  does  not  apply 

rat^S^oHeiSnv'Jiltf  "^'*^r:^^'  originally  enacted  as  part  of  the  Revenue  Act  of  1918;  ti 
Recovery  T^rAct  of  1<J|?  «H^»H  .^vf '"^"^  °i  *^^  total  amount  of  the  deficiency.  The  Econ;,n^ 
Reform  A  rfnfVqL  !i  l  f  *it*^  the  second,  interest-based  component  of  the  penalty.  The  T! 
als?  w^utd  have  fncrel'pH^S  ^^^  definition  of  negligence.  The  Senate-passed  version  of  that  A 
the  Dortbn  of  tL^fnH^^  rate  of  the  penalty  to  10  percent  but  applied  the  penalty  only 

ference  underpayment  attributable  to  negligence.  This  change  was  not  adopted  in  cc 

if/i^  technical  correction  has  been  considered  that  would  repeal  the  second  comoonent  and 
w1.iaTherna1ty'rdaTls.°"  *'^  ^^^^^^^  ^^'^  *^^  '^^'  date'prescribeT^o^rVrgThrJetrn 
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:  ortion  of  the  underpayment  with  respect  to  which  a  fraud 
I  ty  is  imposed. 

C.  Civil  Fraud  Penalty  ^ 

fraud  can  render  an  individual  liable  for  either  civil  or 
lal  sanctions,  or  both.  An  individual's  actions  that  provide 
ds  for  a  civil  tax  penalty  may  also  constitute  grounds  for 
lal  prosecution  for  willful  attempt  to  evade  or  defeat  tax.^ 
!  Code  provides  that  if  any  portion  of  an  underpayment  of  tax 

-!  to  fraud,  a  civil  penalty  may  be  imposed  equal  to  (1)  75  per- 

>f  the  portion  of  the  underpayment  attributable  to  fraud,  plus 

amount  equal  to  50  percent  of  the  interest  payable  on  the 

in  of  the  underpayment  attributable  to  fraud.  ^  Prior  to  the 

'leform  Act  of  1986,  the  fraud  penalty  was  50  percent  of  the 
!  amount  of  the  underpayment,  if  any  portion  of  the  under- 
ent  was  attributable  to  fraud.  Thus,  the  1986  Act  reduced  the 
of  items  to  which  the  fraud  penalty  applied  but  increased  the 
if  the  penalty. 

:e  the  IRS  establishes  that  any  portion  of  an  underpayment  is 
utable  to  fraud,  the  entire  underpayment  is  treated  as  attrib- 
3  to  fraud,  except  to  the  extent  that  the  taxpayer  establishes 
my  portion  of  the  underpayment  is  not  attributable  to  fraud. 
:e  most  other  civil  penalties,  the  burden  of  proof  is  on  the 
-nment  to  establish  that  a  portion  of  the  underpayment  is  at- 

^;able  to  civil  fraud.  Once  that  burden  has  been  met,  the 
n  shifts  to  the  taxpayer  (who  is  presumed  to  have  the  best 
3  to  the  information)  to  establish  the  portion  of  the  underpay- 
that  is  not  attributable  to  fraud. 

D.  Substantial  Understatement  Penalty  "^ 

k  taxpayer's  correct  income  tax  liability  for  any  taxable  year 
feds  that  reported  by  the  greater  of  10  percent  of  the  correct 
|i>r  $5,000  ($10,000  in  the  case  of  most  corporations),  then  a 
litantial  understatement"  exists  and  a  penalty  may  be  imposed 
i  to  25  percent  of  the  underpayment  of  tax  attributable  to  the 
t-rstatement. 

:  determining  whether  a  substantial  understatement  exists,  the 
knt  of  the  understatement  is  reduced  by  any  portion  attributa- 
|j)  an  item  if  (1)  the  treatment  of  the  item  on  the  return  is  or 
(supported  by  substantial  authority,  or  (2)  in  non-tax  shelter 

r 

!' 

!  tion  6653(b).  A  fraud  penalty  of  100  percent  was  enacted  in  the  Revenue  Act  of  1913.  The 
:  e  Act  of  1918  provided  that  the  fraud  penalty  was  50  percent  of  the  amount  of  the  defi- 
(  The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  added  the  second,  interest-based 
f  lent  of  the  penalty, 
lificant  criminal  penalties,  including  the  criminal  tax  evasion  penalty,  are  discussed 

i  schnical  correction  has  been  considered  that  would  repeal  this  second  component,  and,  in 
:  :e,  impose  interest  on  the  penalty  from  the  last  date  prescribed  for  filing  the  return  to 
i  the  penalty  relates. 
'.  tion  6661.  This  penalty  was  added  to  the  Code  in  the  Tax  Equity  and  Fiscal  Responsibil- 

of  1982.  The  rate  of  the  penalty  as  enacted  in  1982  was  10  percent.  The  Tax  Reform  Act 
j   raised  the  rate  of  the  penalty  to  20  percent,  and  the  Omnibus  Budget  Reconciliation  Act 

raised  the  rate  of  the  penalty  to  25  percent. 


cases    facts  relevant  to  the  tax  treatment  of  the  item  were  s 

'^''wu^u'^'^'^lf  ^"1 ''''  ^^^  r^^^^^  («^  ^  statement  attached  theret 
Whether  the  taxpayer  s  filing  position  is  or  was  supported, 
substantial  authority  depends  on  the  circumstances  of  the  part 
lar  case.  In  order  to  determine  whether  the  weight  of  authorii 
that  support  the  taxpayer's  position  is  substantial  when  compa 
with  those  supporting  other  positions,  it  is  necessary  to  weigh  s 
utory  provisions,  court  opinions,  Treasury  regulations  and  officj 
administrative  pronouncements  (such  as  published  revenue  rulii 
and  revenue  procedures)  that  involve  the  same  or  similar  circj 
stances  and  are  otherwise  pertinent  (giving  each  its  proper  weigl 
as  well  as  the  Congressional  intent  reflected  in  committee  repoi 
The  substantial  authority"  standard  is  less  stringent  than 
more  likely  than  not  (i.e.,  more  than  50  percent)  standard  i 
more  stringent  than  a  "reasonable  basis"  (i.e.,  non-negligent)  stai 

H  Jij^/^^  ^f^  discretion  to  waive  all  or  part  of  the  substantial  li 
derstatenient  penalty  if  the  taxpayer  establishes  that  there  vi 
reasonable  cause  for  the  understatement  (or  part  thereof)  and  tli 
the  taxpayer  acted  in  good  faith.  A  waiver  could  be  appropriate  1 
example,  if  the  taxpayer  made  a  good  faith  mistake  in  deciding' t 
proper  timing  of  a  deduction.  ^ 

In  determining  the  amount  of  the  penalty  to  be  imposed  for 
substantial  understatement,  no  account  is  to  be  taken  of  any  p( 
T  uJ^  substantial  understatement  attributable  to  items  ( 
which  the  overvaluation  penalty  (see  next  item)  is  imposed. 

E.  Valuation  Penalties  ^ 

hlu  ^^  ^^^^^/.^^^l'  personal  service  corporation,  or  certain  close 
?1  nnn  ^^'''■^^'''''^  underpays  income  tax  for  any  taxable  year  1 
niS  ''''  "'''''u  ^?  ^  '■^^'i^*  °f  ^  "valuation  overstatement,"  then 
penalty  may  be  imposed.  A  parallel  penalty  applies  to  valuatic 
understatements  for  purposes  of  the  estate  and  gift  tax 

A  valuation  overstatement"  exists  when  the  valuation  or  adjus 
mnrf  of  .2  ^"^  Property  claimed  on  the  return  is  150  percent  ( 
more  of  the  correct  value  or  adjusted  basis.  Thus,  the  penalty  coul 
adinTJt^  ^'  ^  '''^^'  f  '^^^"?^^  depreciation  based  on  an  inflate 
Wpdlv  .n?."'"  ^^P=;«P^rty  or  claimed  charitable  contributions  of  a 
Zlf  I  ^P^^^i^^,^^  property.  If  the  valuation  claimed  is  150  pe 
atfon  tw'^  ^""^  u^^  more  than  200  percent  of  the  correct  vali 
ation,  then  a  penalty  may  be  imposed  equal  to  10  percent  of  th 
underpayment  of  tax  attributable  to  the  overva?uaLn.  If  ?he  vali 
?entVf  fhr^n  ''  T''^  '^^•^  200  percent  but  not  more  than  2I0  pe 
cent  of  the  correct  valuation,  then  a  penalty  may  be  imposed  equ£ 

enufyrEL^ortrfn;emL'fThVnr'^'J.^"'f •'•^  '°  "  ''P  '\t''i'''"  '"^^"i'^^  ^  partnership  or  oth. 
eral  income  ?ax  In  the  case  Ssuch  a  S  ^ZZ'^  f  "^^''^  ''  the  avoidance  or  evasion  of  Fe 
not,  by  itself  reduce  the  amonntnffho^i'^^?  '*^'"'  f^equate  disclosure  on  the  return  wi 
ment  is  reduced  by  the  porTiorattriblLtft;^'^^^^^  '^"  "?'''''''  °f  ^^e  understat, 

EcoSrLcoverTTa,  Act  of  '?'■!"»"  "^^to'Ment  penalty  (sec.  66591  was  added  b,  Ih 
addedbylheDeSRSuclSnlctoflsIS  °  ""*'«"'«'»'"'  P^-alty  (sec.  6660)  w,. 


20  percent  of  the  underpayment  of  tax  attributable  to  the  over- 
luation.  If  the  valuation  claimed  is  more  than  250  percent  of  the 
rrect  valuation,  then  a  penalty  may  be  imposed  equal  to  30  per- 
nt  of  the  underpayment  of  tax  attributable  to  the  overvalu- 
ion.io 

Both  the  valuation  overstatement  penalty  and  the  negligence  (or 
lud)  penalty  may  be  applied  with  respect  to  the  same  underpay- 
3nt.  The  IRS  may  waive  all  or  part  of  the  valuation  overstate- 
snt  penalty  on  a  showing  by  the  taxpayer  that  there  was  a  rea- 
nable  basis  for  the  valuation  or  adjusted  basis  claimed  on  the 
turn  and  that  the  claim  was  made  in  good  faith. 

F.  Penalties  for  Failure  to  File  and  Failure  to  Pay 

Failure  to  file^^. — A  taxpayer  who  fails  to  file  a  tax  return  on  a 
nely  basis  is  subject  to  a  penalty  equal  to  5  percent  of  the  net 
lount  of  tax  due  for  each  month  the  return  is  not  filed,  up  to  a 
aximum  of  5  months  or  25  percent.  The  net  amount  of  tax  due  is 
e  excess  of  the  amount  of  tax  required  to  be  shown  on  the  return 
er  the  amount  of  any  tax  paid  on  or  before  the  due  date  pre- 
ribed  for  the  payment  of  the  tax.  The  amount  of  any  applicable 
gdit  that  may  be  claimed  on  the  return  also  may  be  used  to 
duce  the  net  amount  of  tax  due. 

In  the  case  of  a  failure  to  file  an  income  tax  return  within  60 
ys  of  the  due  date,  the  failure  to  file  penalty  may  not  be  less 
an  the  lesser  of  $100  or  100  percent  of  the  amount  required  to  be 
own  on  the  return.  In  addition,  if  a  penalty  for  failure  to  file  and 
penalty  for  failure  to  pay  tax  shown  on  a  return  apply  for  the 
me  month,  the  amount  of  the  penalty  for  failure  to  file  for  such 
Dnth  is  reduced  by  the  amount  of  the  penalty  for  failure  to  pay 
X  shown  on  a  return. 

Failure  to  pay  tax  shown  on  return^^. — A  taxpayer  who  fails  to 
y  the  amount  of  tax  shown  on  a  return  is  subject  to  a  penalty  of 
)  percent  of  the  amount  of  tax  shown  on  the  return  for  each 
Dnth  the  amount  remains  unpaid,  up  to  a  maximum  of  25  percent 
)  months).  For  purposes  of  calculating  the  amount  of  the  penalty 
r  any  month,  the  amount  of  unpaid  tax  liability  is  reduced  by  the 
lount  of  tax  paid  on  or  before  the  beginning  of  that  month  and 
the  amount  of  any  credit  that  may  be  claimed  on  the  return.  ^^ 
Failure  to  pay  tax  after  notice  and  demand  ^*. — A  taxpayer  who 
ils  to  pay  an  amount  of  tax  required  to  be  shown  on  a  return  that 


"  For  purposes  of  the  estate  and  gift  tax,  if  the  valuation  claimed  for  property  is  50  percent 

more  but  not  more  than  66-2/3  percent  of  the  correct  valuation,  then  a  penalty  may  be  im- 

led  equal  to  10  percent  of  the  underpayment  of  tax  attributable  to  the  valuation  understate- 

nt.  If  the  valuation  claimed  is  40  percent  or  more  but  less  than  50  percent  of  the  correct 

uation,  then  a  penalty  may  be  imposed  equal  to  20  percent  of  the  underpayment  of  tax  at- 

Dutable  to  the  valuation  understatement.  If  the  valuation  claimed  is  less  than  40  percent  of 

!  correct  valuation,  then  a  penalty  may  be  imposed  equal  to  30  percent  of  the  underpayment 

tax  attributable  to  the  valuation  understatement. 

*  Section  6651(a)(1).  A  25-percent  penalty  for  failure  to  file  a  tax  return  was  enacted  in  1926. 

e  present  penalty  structure  of  5  percent  per  month,  up  to  a  total  of  25  percent,  was  enacted 

1935. 

2  Section  6651(aH2).  This  penalty  was  added  by  the  Tax  Reform  Act  of  1969. 

^  If  the  amount  required  to  be  shown  as  tax  on  a  return  is  less  than  the  amount  actually 

)wn  as  tax  on  the  return,  the  p)enalty  is  based  on  the  amount  required  to  be  shown  as  tax  on 

i  return. 

'^  Section  6651(a)(3).  This  penalty  was  added  by  the  Tax  Reform  Act  of  1969. 
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is  not  so  shown  within  10  days  of  notice  and  demand  for  such  U 
subject  to  a  penalty  equal  to  0.5  percent  of  the  amount  o 
stated  m  the  notice  and  demand  for  each  month  the  amount 
mams  unpaid,  up  to  a  maximum  of  25  percent  (50  months)    n 
rate  ot  this  penalty  increases  to  one  percent  for  each  month  i 
amount  is  outstanding  after  the  IRS  notifies  the  taxpayer  that  i 
1Kb  IS  going  to  levy  upon  the  assets  of  the  taxpayer.  ^^ 

The  IRS  has  discretion  to  waive  the  imposition  of  any  failur  t 
tile  or  failure  to  pay  penalty  if  the  taxpayer's  failure  was  du.t 
reasonable  cause  and  not  willful  neglect. 

G.  Information  Reporting  Penalties^ ^ 

Under  present  law,  the  Code  requires  that  information  ret  j 
be  filed  with  the  IRS,  and  a  copy  be  provided  to  the  taxpayer  ' 
tailing  all  ;yages,  most  other  types  of  income,  and  some  deductiV 
Ihese  requirements  apply  to  a  variety  of  specific  payments,  n 
are  described  in  a  number  of  Code  provisions. 

The  Code  also  provides  civil  penalties  for  each  failure  eithei 
tile  an  information  return  with  the  IRS  or  to  provide  a  copy  to  I 
taxpayer.  The  general  penalty  for  failure  to  supply  an  informal!' 
return  to  the  IRS  is  separate  from  the  penalty  for  failure  to  t 
vide  a  copy  to  the  taxpayer.  Generally,  these  penalties  are  $50' 
each  tailure  with  a  maximum  penalty  of  $100,000  per  caleni 
year  applicable  to  failures  to  file  information  returns  with  the  ll 
and  another  maximum  penalty  of  $100,000  per  calendar  year  ap 
cable  to  failures  to  provide  copies  of  information  returns 
payees.  ^  ^  i 

If  the  failure  to  file  information  returns  with  the  IRS  is  duel 
intentional  disregard  of  the  filing  requirement,  these  penalties  i 
imposed  without  an  overall  maximum.  In  addition,  the  amount! 
the  penalty  per  return  not  filed  is  increased  from  $50  to  $100  (oi 
^%u  ^  o"i^^^*  ^°^  ®°"^®  ^yP^^  of  information  returns). ' « 

Ihe  Code  also  provides  a  penalty  ^^  of  either  $5  or  $50  (depei 
ing  on  the  nature  of  the  failure)  for  each  failure  to  furnish  a  c 
rect  taxpayer  identification  number  (for  individuals,  the  social 
curity  number).   These  taxpayer  identification   numbers  are  tj 
^i'u^Tu    ?i^^?^  ^y  "^^'^^  ^h®  IKS  matches  the  information  repc^ 

T?/  *^he  third  party  with  the  taxpayer's  tax  return. 

Ihe  Code  also  includes  a  penalty  for  failure  to  include  correct : 
formation  either  on  an  information  return  filed  with  the  IRS  or 
the  copy  ot  that  information  return  supplied  to  the  payee.  Tl 

$25  000   £  TaTlauitt  -^F^'*^  p  ^^°  foj-.each  statement  not  filed,  up  to  a  maxima  J 
each  statement  not  fil^H   ,?    f  ^''^^  Responsibility  Act  of  1982  increased  the  penalty  to  $50 
the  ma^Sm  to?l0^oSo?r.H°/  '"f-^"VT  °f  ^^O.OOO.  The  Tax  Reform  Act  of  1986  increai 
ing  r"S  ?^Znte  wlrp  iSn^nl'^rt^^^^^  '"^^'"P*^  ^^^^^  penalties.  As  information  rep( 

-l)nS:tZTe^n^f^^^^  *^^^^  P^"^'^'^^  "-^  -P-'^-d  to  reflect  the  addi^ 

6724(Ixm    ''^^^  ^°  "°*  ^^^^^  ^°  '^^'•'"■^^  ^'^^  '■^^P^*=*  *°  interest  or  dividend  returns  (secti 

^rr|?''€^^^^^      'hTtt  £^e"^^:^  rTSer  "^"^^"^°"^  ^^^^  ^^^^^  '''^'''  "^ 
o6ction  6676. 


ilty  applies  to  both  an  omission  of  information  or  an  inclusion 
icorrect  information.  The  amount  of  the  penalty  is  $5  for  each 
rmation   return   or   payee   statement,   up   to   a   maximum   of 

000  in  any  calendar  year.  This  maximum  does  not  apply  in 
s  of  intentional  disregard  of  the  requirement  to  file  accurate 
rmation  returns.  In  addition,  the  amount  of  the  penalty  per  in- 
irate  return  is  increased  in  cases  of  intentional  disregard. 

le  penalty  for  the  failure  to  include  correct  information  does 
apply  to  an  information  return  if  a  penalty  for  failure  to 
)ly  a  correct  taxpayer  identification  number  has  been  imposed 

1  respect  to  that  information  return. 

general,  no  penalty  is  imposed  if  the  failure  to  file  an  informa- 
return  with  the  IRS,  to  provide  a  copy  to  the  payee,  or  to  in- 

e  correct  information  on  either  of  those  returns  is  due  to  rea- 

ible  cause  and  not  to  willful  neglect,  ^o  Thus,  under  this  stand- 
if  a  person  required  to  file  fails  to  do  so  because  of  negligence 

dthout  reasonable  cause,  that  person  would  be  subject  to  these 

ilties. 

H.  Estimated  Tax  Penalties 

dividual  ^^. — Individuals  must  generally  make  quarterly  esti- 
ed  tax  payments  that  equal  at  least  25  percent  of  the  lesser  of 

00  percent  of  the  prior  year's  tax  liability  or  (2)  90  percent  (80 
ent  for  taxable  years  beginning  before  January  1,  1988)  of  the 
ent  year's  tax  liability.  For  this  purpose,  amounts  withheld 

1  wages  are  considered  to  be  estimated  tax  payments. 

an  individual  fails  to  make  the  required  estimated  tax  pay- 
ts  under  these  rules,  a  penalty  is  imposed.  The  amount  of  the 
ilty  is  determined  by  applying  the  underpayment  interest  rate 
le  amount  of  the  underpayment  for  the  period  of  the  underpay- 
t.  The  amount  of  the  underpayment  is  the  excess  of  the  re- 
ed payment  over  the  amount  (if  any)  of  the  installment  paid  on 
efore  the  due  date  for  the  installment.  The  period  of  the  under- 
went runs  from  the  due  date  of  the  installment  to  the  earlier  of 
he  15th  day  of  the  fourth  month  following  the  close  of  the  tax- 
year,  or  (2)  the  date  on  which  each  portion  of  any  underpay- 
t  is  made.  No  penalty  is  imposed  if  the  amount  of  tax  shown 
he  return  (net  of  wage  withholding)  for  any  taxable  year  is  less 
1  $500. 

^rporate^^. — Under  present  law,  a  corporation  that  fails  to  pay 
nstallment  of  estimated  income  tax  on  or  before  the  due  date 
orally  is  subject  to  a  penalty,  which  may  not  be  waived.  The 
lunt  of  the  penalty  is  determined  by  applying  the  underpay- 
it  interest  rate  to  the  amount  of  the  underpayment  for  the 
od  of  the  underpayment. 

[)r  taxable  years  beginning  after  December  31,  1987,  the  under- 
went penalty  with  respect  to  any  installment  applies  to  the  dif- 
nce  between  payments  made  by  the  due  date  of  the  installment 

digher  standards  apply  with  respect  to  interest  or  dividends  returns  (section  6724(c)). 
Section  6654.  The  requirement  that  individuals  make  estimated  tax  payments  was  added  by 
urrent  Tax  Payment  Act  of  1943. 

Section  6655.  The  requirement  that  corporations  make  estimated  tax  payments  was  added 
3  Internal  Revenue  Code  of  1954. 
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and  the  lesser  of  an  installment  based  on  (1)  90  percent  of  the' 
shown  on  the  return,2  3  or  (2)  100  percent  of  the  tax  shown  on 
preceding  year  s  return.  Exception  (2)  generally  is  not  availabll 
a  large  corporation,  except  that  a  large  corporation  can  use  i 
exception  for  purposes  of  making  its  first  estimated  payment! 
any  taxable  year.  Thus,  both  large  and  small  corporations  i 
base  their  first  estimated  tax  payment  for  any  taxable  year  onl 
percent  of  the  tax  shown  on  the  preceding  year's  return  A  la 
corporation  is  defined  as  a  corporation  having  at  least  $1  millioj 
taxable  income  in  any  of  the  three  prior  taxable  years.  No  peni 
is  imposed  if  the  tax  shown  on  the  return  for  any  taxable  ved 
less  than  $500.  -^    l 

i 

/.  Tax  Shelter  Penalties  \ 

Promoting  abusive  tax  shelters^\— The  Code  imposes  a  pen^ 
upon  those  who  promote  abusive  tax  shelters.  The  penalty  appi 
to  persons  who  organize,  assist  in  the  organization  of,  or  particip 
in  the  sale  of  any  interest  in,  a  partnership  or  other  entity  i 
investment  plan  or  arrangement,  or  any  other  plan  or  arran 
merit  if,  in  connection  with  such  organization  or  sale,  the  peri 
makes  or  furnishes  either  (1)  a  statement  which  the  person  knc 
or  has  reason  to  know  is  false  or  fraudulent  as  to  any  matei 
matter  with  respect  to  the  availability  of  any  tax  benefit  alleged 
be  allowable  by  reason  of  holding  an  interest  in  the  entity  or  fl 
ticipating  in  the  plan  or  arrangement,  or  (2)  a  "gross  valuati 
overstatement  (i.e.,  a  representation  of  the  value  of  services! 
property  which  exceeds  200  percent  of  the  correct  value  and  whi 
IS  directly  related  to  the  amount  of  any  income  tax  deduction 
credit  allowable  to  any  participant)  as  to  a  matter  material  to  i 
entity,  plan  or  arrangement,  whether  or  not  the  accuracy  of  I 
statement  of  valuation  is  disclaimed.  Reliance  by  the  purchasi 
taxpayer  or  actual  underreporting  of  tax  need  not  be  shown. 

1  he  amount  of  the  penalty  equals  the  greater  of  $1,000  or  20  pi 
cent  of  the  gross  income  derived  or  to  be  derived  by  that  promoi 
or  organizer  from  such  activity.  This  penalty  is  in  addition  to 
other  penalties  provided  for  by  law. 

The  IRS  may  waive  all  or  any  part  of  the  penalty  in  the  case  oj 
gross  valuation  overstatement  upon  a  showing  that  there  was 
reasonable  basis  for  the  valuation  and  the  valuation  was  made 
good  faith. 

Aiding  and  abetting  the  understatement  of  tax  liability^^.—T 
L.ode  imposes  a  penalty  on  any  person  who  aids,  assists  in,  pi 
cures,  or  advises  with  respect  to  the  preparation  or  presentation 
any  portion  of  a  return  or  other  document  under  the  internal  re\ 
nue  laws  \vhich  the  person  knows  will  be  used  in  connection  wi 
any  material  matter  arising  under  the  tax  laws,  and  which  t] 

verr^wirDft'nn  ?n''°'"P"^f  l^^^  installments  as  if  the  income  already  received  during  i 
year  was  placed  on  an  annual  basis  if  doing  so  reduces  the  amount  otherwise  required  to 

ity  A^cfoMgl?  Th?  ra?e"of  ^fL""^  ^'^n^^  ^°  ^^l  ^'^^  ^^  ^^^  "^^^  ^""'^y  ^"^  fiscal  Responsil 
T^^Cn.  ■  J       „^'  ^"^  penalty  was  10  percent  as  originally  enacted   The  rate  ofl 

"^  £:tTon  fi7n?Tv  '°  ^^  ff '■'=^"*  '"},  *he  Deficit  Reduction  Act^of  1984  ^^  ° 

ity  Act  ofigS?  ^^^^   ^  "^^^  ^^^^^  *°  *^^  ^"'^^  ^y  ^^^  Tax  Equity  and  Fiscal  Responsil 


on  knows  will  (if  used)  result  in  an  understatement  of  the  tax 
lity  of  another  person.  This  penalty,  which  is  $1,000  for  each 
rn  or  other  document  ($10,000  in  the  case  of  returns  and  docu- 
ts  relating  to  the  tax  of  a  corporation),  can  be  imposed  whether 
ot  the  taxpayer  knows  of  the  understatement.  The  penalty  can, 
ever,  be  imposed  only  once  for  any  taxable  period  (or  taxable 
it)  with  respect  to  documents  relating  to  any  one  person, 
le  aiding  and  abetting  penalty  applies  only  if  the  person  is  di- 
[y  involved  in  aiding  or  assisting  in  the  preparation  or  presen- 
)n  of  a  false  or  fraudulent  document  that  will  be  used  under 
tax  laws,  or  directly  "procures"  a  subordinate  to  do  any  act 
ect  to  this  provision.  The  requirement  that  a  person  "know"  ^6 
a  document  will  be  used  in  connection  with  a  material  matter 
ng  under  the  tax  laws  and  the  requirement  that  the  person 
)w"  that  the  document,  if  used,  will  result  in  an  understate- 
t  of  tax,  were  designed  to  limit  the  penalty  to  cases  involving 
111  attempts  to  accomplish  an  understatement  of  the  tax  liabil- 
)f  a  third  party.  Thus,  for  example,  a  tax  advisor  would  not  be 
ect  to  this  penalty  for  suggesting  an  aggressive  but  supportable 
g  position  to  a  client  even  though  that  position  was  later  reject- 
ly  the  courts  and  even  though  the  client  was  subjected  to  the 
tantial  understatement  penalty.  If,  however,  the  tax  advisor 
jested  a  position  he  or  she  knew  could  not  be  supported  on  any 
enable  basis  under  the  law,  the  penalty  could  apply, 
le  Government  bears  the  burden  of  proof  with  respect  to  this 
ilty.  Furthermore,  this  penalty  generally  is  in  addition  to  all 
r  penalties  provided  by  law  except  the  penalty  on  income  tax 
rn  preparers  (discussed  below).  If  either  the  return  preparer 
ilty  or  the  aiding  and  abetting  penalty  may  apply  with  respect 
tiy  document,  the  IRS  must  choose  which  penalty  to  impose. 
lilure  to  furnish  information  regarding  tax  shelters^"^. — The 
on  having  principal  responsibility  for  organizing  a  tax  shelter 
t  register  that  tax  shelter  with  the  IRS.^® 

le  Code  also  provides  a  penalty  for  failure  to  register  a  tax 
ter  with  the  IRS  or  for  filing  false  or  incomplete  information 
I  respect  to  such  registration.  The  penalty  for  failure  to  register 
le  greater  of  1  percent  of  the  aggregate  amount  invested  in 
I  tax  shelter  or  $500.  No  penalty  is  imposed  if  the  failure  is  due 
iasonable  cause. 

Tiis  generally  requires  actual  knowledge.  This  is  a  subjective  test,  which  may  result  in  dif- 
:es  in  applying  this  penalty.  It  has  been  suggested  that  some  of  this  difficulty  could  be  re- 
if  the  standard  were  objective.  Thus,  a  person  would  be  subject  to  penalty  if  the  person 
lably  should  have  known  both  that  the  return  or  other  document  would  be  used  in  connec- 
nth  any  material  matter  and  that  it  would  result  in  an  understatement  of  tax  liability, 
lection  6707.  This  penalty  was  added  to  the  Code  by  the  Deficit  Reduction  Act  of  1984.  The 
teform  Act  of  1986  eliminated  the  cap  on  the  penalty  for  failure  to  register  a  tax  shelter 
icreased  the  amount  of  the  penalty  from  $50  to  $250  for  failure  to  include  the  tax  shelter 
fication  number  on  the  taxpayer's  return. 

f  the  person  principally  responsible  for  organizing  the  tax  shelter  fails  to  register  the  shel- 
required,  then  any  person  who  participates  in  the  organization  of  the  shelter  must  regis- 
e  shelter.  A  person  who  is  secondarily  liable  for  registering  the  shelter  must  register  it  not 
than  the  day  on  which  the  first  offering  for  sale  of  any  interest  in  the  shelter  is  made.  In 
'ent  that  persons  who  are  principally  and  secondarily  liable  for  registering  a  shelter  fail  to 
er  the  shelter,  any  person  participating  in  the  management  or  sale  of  the  investment  must 
er  the  shelter.  Registration  by  the  manager  or  seller  does  not  relieve  the  organizer  or  pro- 
of liability  for  the  penalties  for  failure  to  register. 
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The  Code  also  provides  that  persons  (such  as  promoters)  who 
required  to  furnish  to  investors  an  identification  number  and  v 
tail  to  do  so  are  subject  to  a  penalty  of  $100  for  each  such  failU 
Moreover  any  investor  who  fails  to  include  the  number  on  his 
her  tax  return  is  subject  to  a  penalty  of  $250,  unless  the  failure 
due  to  reasonable  cause. 

Failure  to  maintain  lists  of  investors  in  potentially  abusive  i 
shelters^\-kny  person  who  organizes  any  potentially  abusive  t! 
shelter  or  who  sells  any  interest  in  such  a  shelter  must  mainti 
lists  of  purchasers.  A  potentially  abusive  shelter  is  any  tax  shel 
that  is  required  to  be  registered  with  the  IRS  or  that  is  of  a  t\ 
that  has  a  potential  for  tax  avoidance  or  evasion  and  is  descril' 
in  IRS  regulations.  Failure  to  maintain  the  required  lists  of  pt 
^^.^^^7  sj^bjects  the  organizer  or  seller  of  the  tax  shelter  to  a  p , 
Iffnnnn^  each  name  omitted  from  a  list,  up  to  a  maximum 
wWp  iii^'f  •i''^  ^^l^i^dar  year.  The  penalty  may  not  be  impos 
Te  lect         ^^         '^  reasonable  cause  and  not  due  to  will< 

/.  Return  Preparer  Penalties 

.^^^l^f.'li'''' f^^^dulent  preparation^'^.-The  Code  imposes  a  pi 
alty  ot  ^\m  on  an  income  tax  return  preparer  for  each  return  1 
which  an  understatement  of  tax  is  caused  by  the  return  prepard 
negligent  or  intentional  disregard  of  the  Federal  tax  law  If  ai 
part  ot  an  understatement  of  tax  is  due  to  a  return  preparer's  wii 
retum^'^e         ''''^®'*^*^^®  ^^^'  ^  ^^^^  penalty  is  imposed  upon  tl 

For  purposes  of  this  penalty,  the  term  "income  tax  return  pi 
parer  means  any  person  who  prepares  for  compensation,  or  wl 
!STf°?^  or  more  persons  to  prepare  for  compensation,  all  or 
substantial  portion  of  an  income  tax  return  or  claim  for  refund.i 

J^ allure  to  furnish  copy  to  taxpayer  or  other  information  ^^.—li  a 
income  tax  return  preparer  fails  to  furnish  a  completed  copy  ofl 
nr  ni^  or  claim  for  refund  to  the  taxpayer  by  the  time  the  retu 
or  claim  for  refund  is  presented  for  the  taxpayer's  signature   tj 

un  W  fllTf  ''  '^^J'!?^  ^^  ^  P^^^l^y  °f  ^25  for  each  such  failurl 
unless  the  failure  was  due  to  reasonable  cause  and  not  willful  n^ 

nrl^rPr'S,- wT^""  K^^^""  ^""^J^^^  *°  ^  ^25  penalty  if  the  returj 
Senerall V  h  «  ^  ^ '''''^  -^V  ^  '^*':^""  ^'^  °^  her  identifying  numbe 
?n«^H  fi  ^  ^?^  M^""  ^""P^^  security  number).  A  $50  penalty  is  inl 
posed  for  each  failure  (up  to  $25,000  for  any  return  period)  by  | 

riturn  ^IZTJ  '"  'ff^  ^"^  '^Pt  ^'^'^  ^^^^  ^he  close  of  tlj 
return  period  a  completed  copy  of  the  return  or  a  list  of  the  nam 

caro?£Venalt7SsTncS^^^^  Deficit  Reduction  Act  of  1984.  Tjl 

Act  of  1986  increasea  irom  a>i3U,U00  to  $100,000  per  calendar  year  by  the  Tax  Reforj 

-  A  ptrson^K-  S'an'?nJoi:„^^'  ^^^^  *°  '^^  ^°^"  •'^  ^^e  Tax  Reform  Act  of  1976. 
typing,  reTrolcing  or  other  mech.n^/'^'""  r^^^'fL  ''^'^^y  ^'^'^^"^^  he  or  she  (1)  furnishd 
his  or  her  emDlove;  or  W  Jr^^?^  ^r -.¥^'^*^"?^'  *2'  P'-^P^res  a  return  or  claim  for  refund  fd 

cont^Lousf^)  prepares  rret^ririfm^f'  ^^'T^'  P*""^^^^^  '^^  employment  is  regular  a.^ 
is  a  fiduciary;  or  ^4^ prepares  a  ckimTr  Zu^A^f  ^''V^  *'"'*•  °''  ^^*^*«  °^  ^^ich  that  perso 
ciency  issued  to  the  t^xDaver  bv  thpTp^^        a^  for  a  taxpayer  m  response  to  a  notice  of  def 

3  2  Sectinn  fifiq^  t;,-    P^  u^    ^    ,  ?  9^^  ""'^^''  certam  audit  procedures. 

Section  6695.  This  penalty  was  added  to  the  Code  by  the  Tax  Reform  Act  of  1976. 
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taxpayer  identification  number  of  the  taxpayer  for  whorn  the 
rn  was  prepared.  These  penalties  do  not  apply  if  the  failure 
due  to  reasonable  cause  and  not  willful  neglect, 
addition,  if  a  return  preparer  endorses  or  otherwise  negotiates 
eck  issued  to  the  taxpayer  with  respect  to  any  income  tax 
rn  which  the  return  preparer  has  prepared,  a  $500  penalty  is 
)sed  with  respect  to  each  such  check.  This  penalty  does  not 
y  with  respect  to  the  deposit  by  a  bank  of  the  full  amount  of 
;:heck  in  the  taxpayer's  account  in  the  bank  for  the  benefit  of 
taxpayer. 

Penalties  Relating  to  Pensions,  Employee  Benefits,  and  Exempt 
\  Organizations 

mlified  plans 

nounts  received  by  5-percent  owners.^^^ — An  additional  10-per- 

income  tax  applies  to  amounts  received  from  a  qualified  plan 

5-percent  owner  to  the  extent  such  amounts  exceed  the  bene- 

Drovided  for  such  individual  under  the  plan  formula. 

IX  on  early  distributions.^ ^^— A  10-percent  additional  income 

is  imposed  on  early  distributions  from  qualified  plans,  tax-shel- 

i  annuities,  or  individual  retirement  arrangements  (IRAs).  The 

tional  income  tax  does  not  apply  to  (1)  certain  distributions 

are  part  of  a  scheduled  series  of  substantially  equal  periodic 

nents,  (2)  distributions  made  to  an  employee  if  the  employee 

rates  from  service  after  attainment  of  age  55  (not  applicable  to 

'3),  (3)  distributions  made  to  pay  certain  medical  expenses  (not 

icable  to  IRAs),  (4)  distributions  after  the  death  of  the  employ- 

|;5)  distributions  after  age  59 Va,  and  (6)  certain  distributions 

1  an  employee  stock  ownership  plan  (ESOP). 

IX  on  failure  to  meet  minimum  funding  standards.  ^^'^ — Certain 

ified  plans  are  subject  to  minimum  funding  standards  that  are 

?ned  to  ensure  that  plan  benefits  are  adequately  funded.  If  an 

loyer  fails  to  make  contributions  to  a  plan  sufficient  to  meet 

minimum  funding  requirements,  a  nondeductible  excise  tax  of 

;  rcent  is  imposed  on  the  amount  of  the  accumulated  funding  de- 

j'ncy.  The  tax  is  increased  to  100  percent  of  the  accumulated 

ling  deficiency  if  the  deficiency  is  not  corrected  within  a  cer- 

period.  The  employer  and  each  member  of  the  employer's  con- 

jed  group  is  jointly  and  severally  liable  for  the  tax.  For  years 

inning  after  1988,  the  first  level  tax  is  increased  from  5  percent 

!  I)  percent  of  the  accumulated  funding  deficiency. 

hx  on  nondeductible  contributions.^^^—A  nondeductible  excise 

of  10  percent  is  imposed  on  nondeductible  contributions  to 

i.ified  employer  plans.   The  tax  is  imposed  on  the  employer 

t  ling  the  contributions. 

Section  72(m)(5). 

Section  72(t).  A  similar  tax  is  imposed  on  premature  distributions  from  annuity  contracts 
section  72(q).  A  similar  tax  is  imposed  under  section  72(oK2)  on  premature  distributions 
1  plans  to  which  deductible  employee  contributions  have  been  made.  Technical  corrections  to 
1  ax  Reform  Act  of  1986  would  repeal  section  72(o)(2);  the  section  is  no  longer  necessary  be- 
i  the  tax  under  section  72(t)  applies  to  distributions  to  which  section  72(oX5)  applied. 
[i  Section  4971. 

Section  4972. 
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Tax  on  certain  accumulations.^^^— Minimum  distributions  fron 
qualified  retirement  plan  or  an  eligible  deferred  compensatl 
plan  must  begin,  in  general,  no  later  than  the  April  1  followit 
the  year  in  which  the  individual  attains  IOV2.  An  excise  tax  eqj 
to  50  percent  of  the  amount  by  which  the  minimum  amount  i 
quired  to  be  distributed  exceeds  the  amount  actually  distributed 
imposed  on  the  individual  entitled  to  receive  the  distribution  1 
Tax  on  prohibited  transactions.''^^— The  Code  includes  prohibitt 
transaction  rules  that  are  designed  to  prevent  certain  uses  of  pi 
assets.  In  general,  a  prohibited  transaction  is  a  direct  or  indirect  1 
sale  or  exchange  or  leasing  of  property  between  a  plan  and  a  d' 
qualified  person;  (2)  lending  of  money  or  other  extension  of  cre( 
between  a  plan  and  a  disqualified  person;  (3)  transfer  to,  or  use  I 
or  for  the  benefit  of,  a  disqualified  person  of  the  assets  of  a  plan- 1 
dealing  by  a  fiduciary  with  plan  assets  for  his  or  her  own  interd 
or  for  his  or  her  own  account;  (5)  receipt  of  any  consideration  fj 
the  personal  account  of  a  fiduciary  from  any  party  dealing  with  tl 
plan  in  a  transaction  involving  plan  assets.  A  disqualified  persj 
includes  a  fiduciary,  a  person  providing  services  to  the  plan  t| 
employer  maintaining  the  plan,  and  certain  other  individuals  ar 
entities  related  to  the  plan. 

An  initial  excise  tax  is  imposed  on  a  prohibited  transaction  equ) 
to  b  percent  of  the  amount  involved  in  the  transaction.  The  tax 
increased  to  100  percent  of  the  amount  involved  if  the  transactid 
IS  not  corrected  within  a  certain  period.  The  tax  is  payable  by  an 
disqualified  person  who  participates  in  the  transaction,  other  tha 
a  fiduciary  acting  as  such. 

Tax  on  certain  excess  contributions.^^^— The  Code  imposes  noi 
discrimination  rules  on  elective  deferrals  under  a  cash  or  deferre 
arrangement,  employee  contributions  under  a  qualified  plan,  an 
employer  matching  contributions  (i.e.,  contributions  made  to  a  plal 
on  account  of  an  employee  contribution  or  elective  deferral)  Cor 
tributions  in  excess  of  those  permitted  by  the  nondiscriminatioi 
rules  are  called  excess  contributions,  in  the  case  of  elective  defeJ 
rals,  and  excess  aggregate  contributions  in  the  case  of  employei 
and  matching  contributions.  A  nondeductible  excise  tax  of  10  pej 
cent  of  the  amount  of  excess  contributions  and  excess  aggregate 
contributions  is  imposed  on  the  employer  maintaining  the  plan  t! 
Z^'S  ^l^^^f  contributions  or  excess  aggregate  contributions  arl 
made.  Ihe  tax  does  not  apply  if  the  excess  contribution  or  exces 
aggregate  contribution  is  distributed  (or,  if  forfeitable,  is  forfeited 
before  21/2  months  after  the  end  of  the  plan  year  in  which  the  cod 
tributions  arose. 

ihI'ilr']''^f-^''^'''P  ''f S^'^Hfied plan  assets.^^'-ln  general,  prior  t( 
the  satisfaction  of  all  liabilities  with  respect  to  employees  and  thei 
beneficiaries  the  assets  held  under  a  qualified  plan  may  not  b( 
used  for,  or  diverted  to,  purposes  other  than  the  exclusive  benefii 
ri.^?^  ^^^^^Ji  However,  if  assets  in  excess  of  liabilities  for  benefit^^ 
remain  in  a  defined  benefit  pension  plan  upon  plan  termination  a^ 

='2'' Section  4974. 
=^2' Section  457. 
=>  2"  Section  4975. 
'2"  Section  4979. 
3  2' Section  4980. 
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ssult  of  actuarial  error,  then  those  assets  may  be  paid  to  the  em- 
yer  as  a  reversion. 

Employer  reversions  of  plan  assets  are  subject  to  a  10-percent 
ideductible  excise  tax  payable  by  the  employer.  The  excise  tax  is 
snded  to  recover,  at  least  in  part,  the  tax  benefit  the  employer 
eived  by  reason  of  the  deferral  of  taxes  on  the  income  on  the 
ployer's  contributions.  A  reversion  is  not  subject  to  this  excise 
to  the  extent  the  reversion  is  transferred  to  an  employee  stock 
tiership  plan  (ESOP)  and  certain  requirements  are  satisfied.  The 
OP  exception  does  not  apply  to  amounts  transferred  pursuant  to 
Ian  termination  after  December  31,  1988. 

"ax  on  excess  distributions.^^'— An  excise  tax  is  imposed  on 
;ess  distributions  from  qualified  retirement  plans,  tax-sheltered 
luities,  and  IRAs.  To  the  extent  that  aggregate  annual  distribu- 
is  paid  to  a  participant  from  such  tax-favored  retirement  ar- 
igements  are  excess  distributions,  an  excise  tax  equal  to  15  per- 
it  of  the  excess  is  imposed.  This  excise  tax  is  reduced  by  the 
ount  of  tax  imposed  on  the  distribution  by  the  10  percent  addi- 
nal  income  tax  on  early  distributions.  In  general,  excess  distribu- 
ns  are  the  amount  of  retirement  distributions  made  with  respect 
an  individual  during  any  calendar  year,  to  the  extent  such 
ount  exceeds  the  greater  of  (1)  $150,000,  or  (2)  $112,500  (in- 
ced).  A  special  higher  ceiling  applies  to  lump  sum  distributions. 
Special  ESOP  provisions.— Employee  stock  ownership  plans 
50Ps)  are  qualified  plans  and,  thus,  unless  specifically  excepted, 
;  subject  to  the  same  requirements  and  excise  tax  provisions  as 
ler  qualified  plans.  In  addition,  special  tax  benefits  are  provided 
:h  respect  to  ESOPs.  Two  of  these  special  provisions  are  (1)  the 
nrecognition  of  gain  on  certain  sales  of  employee  securities  to  an 
OP,  3  2k  and  (2)  an  estate  tax  deduction  for  50  percent  of  the  pro- 
ids  of  certain  sales  to  an  ESOP.  ^  21 

Employer  securities  acquired  by  an  ESOP  through  one  of  these 
msactions  are  required  to  be  held  by  the  ESOP  for  a  certain 
riod.  An  excise  tax  is  imposed  if  the  securities  are  disposed  of 
x)re  expiration  of  the  period.  ^^^  The  tax  is  payable  by  the  em- 
)yer  maintaining  the  plan  to  which  the  securities  were  sold, 
[n  addition,  employer  securities  acquired  by  an  ESOP  through 
e  of  these  transactions  may  not  be  allocated  to  the  person  who 
:d  the  securities  to  the  ESOP  or  certain  persons  related  to  the 
Her.  An  excise  tax  equal  to  50  percent  of  the  amount  of  the  allo- 
:ion  is  imposed  on  any  prohibited  allocation. ^  2"  The  tax  is  pay- 
le  by  the  employer  maintaining  the  plan  to  which  the  employer 
:urities  were  sold. 

Individual  retirement  arrangements  (IRAs) 

[RAs  are  subject  to  some,  but  not  all,  of  the  provisions  that  apply 
qualified  plans.  For  example,  the  additional  income  tax  on  early 

2*  Section  4981.  Technical  corrections  to  the  Tax  Reform  Act  of  1986  would  renumber  the  sec- 

i  4980A. 

^^  Section  1042. 

2'  Section  2057. 

^"^  Sections  4978  and  4978A. 

2"  Section  4979A. 
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distributions  320  the  tax  on  certain  accumulations  in  retirem^ 
plans, -^^p  and  the  tax  on  excess  distributions, » 2a  apply  to  IRAs 

In  addition,  IRAs  and  certain  custodial  accounts  are  subject  to  ! 

excise  tax  on  excess  contributions. 3  2r  The  amount  of  the  tax  ii 

percent  of  the  amount  of  the  excess  contributions,  and  is  paid  t 

the  individual  on  whose  behalf  the  account  is  maintained.  | 

3.  Employee  benefits  I 

^^nded    welfare    benefits  p/a„.3  2s_if   ^^    employer-maintain 

welfare  benefit  fund  provides  a  disqualified  benefit  during  a  U 

able  year,  the  employer  is  liable  for  a  tax  equal  to  100  percent 

such  disqualified  benefit.  For  purposes  of  this  provision,  a  disqua 

tied  benefit  generally  is  (1)  any  post-retirement  medical  benefit 

lite  insurance  benefit  provided  with  respect  to  a  key  employee  ifl 

separate  account  is  required  to  be  established  for  such  emplov* 

under  section  419A(d)  and  such  payment  is  not  from  such  accoJri 

iZ)  any  post/retirement  medical  benefit  or  life  insurance  benel 

provided  with  respect  to  a  highly  compensated  employee  unless  tl 

plan  meets  the  applicable  nondiscrimination  rule3  2t  with  respect 

such  benefit  (whether  or  not  such   requirements  apply  to  sue 

plan)  and  (3)  any  portion  of  a  welfare  benefit  fund  reverting  to  t^ 

benefit  of  the  employer.  | 

Tax  on  certain  fringe  benefits.  ^^--Gross  income  does  not  inclui 

any  employer-provided  fringe  benefit  which  qualifies  as  a  (1)  no-ai 

ditional-cost  service,  (2)  qualified  employee  discount,  (3)  workiri 

condition  fringe,  or  (4)  de  minimis  fringe,  ^^v  i^  ^^der  to  be  exclud 

ble  as  a  no-additional-cost  service  or  a  qualified  employee  discouiJ 

the  goods  or  services  provided  to  the  employee  must  be  offered  fd 

sale  to  customers  in  the  ordinary  course  of  the  line  of  business  c 

the  employer  in  which  the  employee  is  performing  services.  \ 

r-Jl'tu^?^^^''  ^^y  f^^""^  ^°  ^^  ^^^^^^d  by  a  special  grandfathe 

1^1%    1   ""^^""fc  ^u'^  ^'""^  °^  business  requirement.  If  the  employe 

elects  the  pandfather  rule,  the  employer  is  subject  to  an  excise  ta| 

ifL^f^/fi,  ^^^'^  y^^^  fo^  which  the  grandfather  rule  election  is  h 

ettect  If  the  fair  market  value  of  all  excludable  no-additional-cos 

TZuTi  tT      T^H^t^    employee    discounts    exceeds    a    certaii 

amount.  The  rate  of  the  tax  is  30  percent  of  the  excess  fringe  bend 


4.  Penalties  relating  to  information  returns,  reports,  etc. 

Employers,  plan  administrators,  and  trustees  and  custodians  j 

Rpvpnnl%'"^'^'''''^'^  *°,  ^^P°^^  ^^^t^i^  information  to  the  Internal 
?Z1o       Service  or  plan  participants  with  respect  to  pension  anc 

wTth  rptL^f "J^^'^  Pu^"'  ^-"^  ^^^'-  V^^i°^«  P^^^lties  are  imposJ 
with  respect  to  such  requirements,  depending  on  the  nature  of  th^ 

""  Section  72(t). 
^2"  Section  4974. 

secUo^JsOA"*^^^-  "^^^"'^^1  corrections  to  the  Tax  Reform  Act  of  1986  would  renumber  thj 
32' Section  4973. 
'2"  Section  4976. 
='2' Section  505(b). 
""  Section  4977. 
^2'' Section  132. 
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uirement,  the  information  involved,  and  to  whom  the  informa- 
1  must  be  provided.  ^^"^ 

Exempt  organizations 

^ivate  foundations.— The  Tax  Reform  Act  of  1969  enacted  a  two- 
r  system  of  "penalty"  excise  taxes  intended  to  ensure  compliance 
h  the  private  foundation  rules  set  forth  in  sections  4941-4945. 
'  example,  violations  of  the  rules  relating  to  self-dealing  transac- 
as,  required  charitable  distributions,  excess  business  holdings, 
pardizing  investments,  or  taxable  expenditures,  generally  result 
imposition  of  an  initial  excise  tax  on  the  foundation  (or  in  the 
le  of  self-dealing,  on  the  disqualified  person);  a  first-level  tax  also 
y  apply  to  foundation  managers  who  knowingly  participated  in 
;  prohibited  act.  If  the  violation  is  not  corrected  within  a  speci- 
i  period,  second-tier  excise  taxes  generally  are  imposed.  The 
;ise  taxes  may  be  doubled  in  the  case  of  flagrant  or  repeat  viola- 
ns.  ,^  ,, 

Other  charities.— An  excise  tax  applies  in  the  case  of  excess 
•bying  expenditures  of  public  charities  that  have  elected  to  be 
Dject  to  certain  dollar  limitations  on  their  lobbying  expenditures, 
rsuant  to  a  provision  enacted  in  the  Tax  Reform  Act  of  1976  (sec. 
11).  The  Revenue  Act  of  1987  enacted  two-tier  excise  taxes  on 
)hibited  political  campaign  expenditures  by  public  charities  (sec. 
55),  and  excise  taxes  on  disqualifying  lobbying  expenditures  of 
•tain  charitable  organizations  (sec.  4912). 

Slack  lung  benefit  trusts.— A  two-tier  system  of  penalty  excise 
les,  similar  to  the  structure  of  the  private  foundation  excise 
ces,  applies  with  respect  to  self-dealing  and  taxable  expenditures 
solving  black  lung  benefit  trusts  (sees.  4951-52).  Also,  a  five-per- 
it  excise  tax  applies  to  the  amount  of  excess  contributions  to 
:h  trusts  (sec.  4953). 

L.  Criminal  Penalties 

Tax  euasion^^.— The  Code  provides  that  any  person  who  willfully 
:empts  to  evade  or  defeat  any  tax^^  imposed  by  the  internal  reve- 
e  laws  shall  be  guilty  of  a  felony  and,  upon  conviction,  shall  be 
led  not  more  than  $100,000  ($500,000  in  the  case  of  a  corpora- 
)n),  or  imprisoned  not  more  than  5  years,  or  both,  together  with 
e  costs  of  prosecution.  To  convict  a  defendant  under  this  section, 
9  Government  must  prove  ^^  beyond  a  reasonable  doubt:  (1)  an 
ditional  tax  due  and  owing;  (2)  knowledge  on  the  part  of  the  de- 
adant  that  an  additional  tax  was  due;  and  (3)  an  affirmative  act 
ken  by  the  defendant  to  willfully  evade,  or  attempt  to  evade,  the 
X.  Willfulness  in  this  context  means  the  "voluntary,  intentional 
olation  of  a  known  legal  duty."  ^^ 

Willful  failure  to  collect  or  pay  over  tax^''.— The  Code  provides 
:at  any  person  required  to  collect,  account  for,  and  pay  over  to 


2«  See,  e.g.,  Sections  6652,  66.59A,  6690,  6692,  6693,  and  6704. 

3  Section  7201. 

•*  This  includes  any  income,  estate  and  gift,  employment,  or  excise  tax. 

^  The  burden  of  proof  is  on  the  Government  in  all  criminal  proceedings. 

6  United  States  v.  Pomponio,  429  U.S.  10,  13  (1976),  reh.  denied,  429  U.S.  987  (1976)  This  defi- 

ion  of  "willful"  is  generally  applicable  to  all  criminal  provisions  of  the  Internal  Revenue 

le.  See  United  States  v.  Bishop,  412  U.S.  346  (1973). 

'  Section  7202. 
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the  Government  any  tax  imposed  by  internal  revenue  laws  (e  s 

employer  required  to  withhold  and  pay  over  Federal  wage  ai 

FICA  taxes)  who  willfully  fails  to  do  so  shall  be  guilty  of  a  feloi 

and,  upon  conviction,  shall  be  fined  not  more  than  $10  000   or  i 

prisoned  not  more  than  5  years,  or  both,  together  with  the  costs 

prosecution.  | 

_^illful  failure  to  file  return,  supply  information,  or  pay  tax^^l 

Ihe  Code  provides  that  any  person  required  to  pay  any  estimate 

tax  or  tax,  or  required  to  file  a  return,  keep  records,  or  supply  i 

formation,  who  willfully  fails  to  do  so  shall  be  guilty  of  a  misd 

m  nn  nnrf"  Vu  P''''  ^o^yiction,  shall  be  fined  not  more  than  $25,0« 

(^100,000  in  the  case  of  a  corporation),  or  imprisoned  not  more  tha 

1  year  or  both,  together  with  the  costs  of  prosecution.  A  convictic 

under  this  provision  may  be  based  on  a  failure  to  act  on  the  part , 

the  defendant  (e.g.,  a  taxpayer's  willful  failure  to  file  a  return 

whereas  a  conviction  for  tax  evasion  (discussed  above)  requires  th 

^?,yf  ^.^i^ent  to  prove  an  affirmative  act  taken  by  the  defendant  f 

willfully  evade  tax  (e.g.,  creating  fraudulent  documents)  i 

Fa^e  returns^^ -The  Code  provides  that  any  person  who  willfij 

ly  submits  any  false  return,  statement,  or  other  document  that  coS 

tains  a  declaration  that  it  is  made  under  penalties  of  perjury  c 

any  person  who  willfully  aids  or  assists  in  the  preparation  or  pre, 

entation  of  such  a  false  return  or  document,  shall  be  guilty  of 

(til7nan    '  ??'"''  conviction,  shall  be  fined  not  more  than  $100,00 

(;t.500,000  in  the  case  of  a  corporation),  or  imprisoned  not  more  thai 

y?f  rs  or  both,  together  with  the  costs  of  prosecution 

Ihe  Internal  Revenue  Code  contains  additional  criminal  penal 

ties  that  apply  to  other  offenses.^"  In  addition,  the  United  State 

Code  contains  a  number  of  criminal  provisions  of  general  applica 

.  l!!^  (e.g.,  conspiracy,  false  statement,  and  mail  fraud)  that  ma^ 

also  apply  to  tax  offenses.^  1 


^*  Section  7203. 
"  Section  7206. 

'"'  These  are  listed  in  the  Appendix 
^- ^ause  of  the  general  nature  of  these  criminal  provisions,  they  are  not  listed  in  the  A[> 


II.  BACKGROUND  AND  ANALYSIS 
A.  Development  of  Penalty  Structure 

As  the  income  tax  laws  have  increased  in  scope  and  complexity 
/er  the  past  75  years,  so  too  have  income  tax  penalties  grown  in 
jmber  and  complexity.  In  many  ways,  the  growth  of  penalties  is 
irallel  to  and  results  directly  from  the  growth  of  the  income  tax 
ws.  This  growth  also,  of  course,  parallels  the  growth  and  increas- 
ig  complexity  of  transactions  in  the  underlying  economy.  Al- 
lough  the  early  income  tax  laws  contained  relatively  few  penal- 
es  as  compared  with  present  law,  a  number  of  the  important 
sues  arising  out  of  the  current  civil  penalty  structure  have  exist- 
1  for  a  number  of  years.  This  is  perhaps  best  illustrated  by  devel- 
)ments  involving  the  negligence  and  fraud  penalties. 
The  negligence  and  fraud  penalties  were  originally  enacted  as 
irt  of  the  Revenue  Act  of  1918  ^^  and  were  part  of  both  the  1939 
Dde  and  the  1954  Code.  Although  these  were  probably  the  most 
aportant  civil  penalties  in  the  Code,  several  aspects  of  these  pen- 
ties  led  to  the  development  of  additional  penalties. 
One  important  aspect  of  both  of  these  penalties  that  has  existed 
om  the  date  of  their  original  enactment  is  fault:  the  intent  of  the 
Lxpayer  is  vital  to  determining  whether  the  penalty  applies  in  a 
articular  circumstance.  Indeed,  an  element  of  fault  seems  inher- 
it to  concepts  of  negligence  or  fraud. 

The  element  of  fault  also  created  several  difficulties.  Disputes 
mcerning  these  penalties  revolved  around  the  knowledge  or  state 
'  mind  of  the  taxpayer;  in  many  instances,  resolving  these  dis- 
ates  was  difficult.  In  addition,  in  some  instances  the  taxpayer  had 
iken  a  seemingly  indefensible  return  position,  but  was  not  held 
ibject  to  either  the  negligence  or  fraud  penalties  because  the  req- 
isite  element  of  fault  could  not  be  established.  These  difficulties 
d  to  the  establishment  of  no-fault  penalties,  such  as  the  substan- 
al  understatement  or  valuation  overstatement  penalties.*^  The 
tter  penalties  are  imposed  on  the  basis  of  the  return  position 
iken  by  the  taxpayer,  which  can  be  established  by  objective  evi- 
3nce,  as  opposed  to  the  more  subjective  element  of  knowledge  or 
ate  of  mind  of  the  taxpayer. 

Another  aspect  of  the  negligence  and  fraud  penalties  that  led  to 
le  development  of  additional  penalties  is  the  ability  of  taxpayers 
Bnerally  to  avoid  the  imposition  of  the  negligence  or  fraud  penal- 

"2  Section  250(b)  of  Public  Law  No.  254,  65th  Congress;  February  24,  1919.  The  fraud  penalty 
edates  this  Act,  but  the  prior  version  was  substantially  different  from  the  1918  Act  provision, 
lich  parallels  present  law. 

"•^  An  element  of  fault  may  be  relevant  with  respect  to  these  penalties,  in  that  the  IRS  has 
scretion  to  waive  these  penalties  if  the  taxpayer  establishes  that  (1)  there  was  a  reasonable 
sis  or  reasonable  cause  for  the  position  claimed  on  the  return  and  (2)  the  taxpayer  acted  in 
od  faith. 

(17) 
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ties  if  they  reasonably  relied  on  a  competent  tax  advisor  Th 
aspect  of  these  penalties  is  closely  related  to  the  fault  element-  r& 
sonable  reliance  on  a  competent  tax  advisor  may  mitigate  or  elin 
^^^t  ^  o^  element  of  fault  on  the  part  of  the  taxpayer  ! 

The  Code  also  includes  penalties  on  return  preparers.  These  oe 
alties  are  not,  however,  coextensive  with  penalties  imposed  dire^ 
on  taxpayers.  The  standards  tend  to  be  applied  differently  beha 
lor  generally  must  be  more  egregious  for  a  penalty  to  be  impose 
upon  a  return  preparer.  Also,  the  dollar  amount  of  the  penalties  d 
return  preparers  is  significantly  lower  than  the  level  impost 
under  the  general  penalties.  Thus,  under  present  law,  a  return  p| 
sition  that  could  be  subject  to  a  substantial  penalty  if  the  taxpay 
completed  his  or  her  own  return  could  escape  penalty  or  be  subie 
to  a  relatively  minimal  penalty  if  the  return  is  completed  bv 
return  preparer.  ^       "  "J'  I 

fio^^'if^^ir  ^^""^^u  ^^^\  ^®^.^°  *?®  development  of  additional  pen  J 
ties  has  been  the  failure  by  the  IRS  and  the  courts  to  apply  th 
negligence  and  fraud  penalties  in  some  instances  where  their  appj 
cation  would  seem  fully  justified.  ^^ 

In  one  Tax  Court  case,  for  example,  the  taxpayer  had  kept  d( 
tailed  mileage  records,  required  by  his  employer  for  reimbursemeri 
purposes  that  indicated  that  his  business  use  of  a  vehicle  was  at 
proximately  five  percent  of  total  use.  On  his  tax  return,  the  tas 
f^l^M-'^rSu  ^rS  percent  business  use,  with  no  records  to  justify 
this  claim.  The  Tax  Court  properly  allowed  only  five  percent  bus 
posed''^^^^'        ""^^^'^^^^^  «^  fra^d  penalty,  however,  was  not  inj 

.1^  /"""^^^Tu  T^  ^°''''?  ^^^®'  the  taxpayer  had  kept  detaile« 
HwIh  '"^  \^^\  ^^  ?^^^  ^^  reimbursed  by  his  employer,  bu 
nioT  !5  u  t,^^  .return  approximately  35,000  miles  of  busined 
f?l  ^tr  v^^^  h^^  records  demonstrated,  without  any  justified 
n^v.r  ^  '^^^Sligf nee  penalty  was  imposed.  In  another  case,  the  tax 
Son/rh^To  r^^  diary  purporting  to  justify  the  claimed  deduc 
tions.  The  Tax  Court  called  the  diary  a  "fabrication"  and  said  tha 
hitn^rr\-  '^^l^''^  telling  the  truth."  The  Court  still  permitted 
nn^^i^nl^^  T'^'.^u^  ""f^^^^  negligence  or  civil  fraud  penalty  wa^ 
WinT£°^  ''i  Another  taxpayer  apparently  claimed  a  deduction  foi 
odomPtPrT,  f  ^^  ^Y  ^^'^^^^  .^^^  total  mileage  shown  on  his 
In  «nof ho  V  ""^^hgejice  or  civil  fraud  penalty  was  not  imposed 
nf  v?,-c  •  u^^''  ^'''''■t  e^e,  the  taxpayer  claimed  that  89  percent 
?Lf  l??^'?M  ""^^  "^^^  "^^^^  exclusively  for  business  purposes,  an4 
that  his  children  were  not  permitted  to  use  the  living  room    thd 

^om^'hSS;  ^^^^  '^'^  '^}^'^  ^  conference  room),  or^heTamH^ 
to^'v^r^  hfr^'^'^^K^r^^-'^^^^"  television,  but  were  restricted 
to  several  bedrooms,  bathrooms,  and  one  of  the  kitchens  (The 
Thp'T^'v  ""r^'^f^  approximately  9,000  square  feet  and  40  rooms' 
JversIated^^^nH  '^^^^^  ^A\^  ^^^  ^^^^^^^  ^^^^^  ^^«  "substantially 
was  not  dicusdn^P"^      '^^  negligence  penalty.  The  fraud  penalty 


qu'elJttTthly'be'TmSsU''^'  '''"  ''^  ''""'^  ^^  jurisdiction  over  penalties  only  if  the  IRS  re- 

sp^^^ca^^.feclSm^^^^  ^^'^.  \^^I^'  ^  «t^^i°"  ^^gon,  and  a  two-seat 

t~  iney  claimed  100  percent  business  use  of  the  sedan  and  station  wagon,  and  testified 
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Other  developments  in  the  Code,  unrelated  to  the  negligence  and 
aud  penalties,  have  had  an  impact  on  the  development  of  penal- 
;s.  For  example,  during  the  1980's  a  number  of  detailed  informa- 
in  reporting  requirements  have  been  added  to  the  Code.  These  in- 
rmation  reporting  requirements  were  added  to  improve  compli- 
ice  and  the  ability  of  the  IRS  to  verify  compliance  with  the  tax 
ws.  As  the  information  reporting  structure  became  more  detailed, 
did  the  parallel  penalty  structure. 

The  administration  of  the  tax  laws  by  the  executive  branch  and 
e  courts  also  has  had  an  impact  on  the  development  of  penalties, 
jlatively  few  prosecutions  are  undertaken  each  year  for  criminal 
aud.'*^  This  increases  reliance  on  the  civil  fraud  penalty.  Also, 
e  difficulties  experienced  by  both  the  IRS  and  the  courts  in  ad- 
inistering  fault-based  penalties,  such  as  negligence  and  fraud,  led 
the  development  of  no-fault  penalties. 

Another  administrative  development  that,  at  least  indirectly,  has 
creased  the  number  of,  and  level  of  specificity  in,  penalties  has 
en  the  increased  difficulties  experienced  by  the  IRS  and  Treas- 
y  in  promulgating  guidance  on  the  tax  laws.  For  example,  there 
IS  been  a  substantial  backlog  in  issuing  regulations  during  this 
tire  decade.  The  resulting  delay  in  providing  administrative 
lidance  often  makes  it  desirable,  when  possible,  to  provide  as 
uch  guidance  as  possible  in  the  statute,  thereby  increasing  the 
tail  in  penalty  provisions  (as  well  as  tax  provisions  generally). 
An  example  that  illustrates  many  of  these  elements  was  the 
owth  of  abusive  tax  shelters  in  the  late  1970's  and  early  1980's. 
lis  growth  was  attributable  to  a  number  of  factors,  such  as  the 
llingness  of  taxpayers  to  take  aggressive  return  positions,  short- 
mings  in  the  substantive  law,  and  administrative  delay  by  both 
e  IRS  and  the  courts  in  resolving  shelter  disputes.  One  of  the 
rly  legislative  efforts  undertaken  to  deal  with  tax  shelters  was 
e  imposition  of  penalties  on  shelter  organizers  and  promoters.  Al- 
ough  the  imposition  of  these  penalties  did  not  deal  with  all  as- 
sets of  the  abusive  tax  shelter  problem,  it  was  helpful  in  both  in- 
cating  the  increasing  level  of  Congressional  concern  with  the 
oblem  and  providing  increased  information  to  the  Government 
I  the  extent  of  the  problem.  Although  the  importance  of  these 
•nalties  may  have  been  eclipsed  by  the  enactment  of  the  passive 
3s  rules  in  the  Tax  Reform  Act  of  1986,  they  were  an  important 
ement  in  dealing  with  abusive  tax  shelters. 


it  they  plus  their  two  children  either  used  the  two-seat  sports  car  or  rented  a  car  for  all  per- 
lal  driving.  The  Tax  Court  stated  that  this  "defies  belief." 

'^  This  may  be  due  to  lack  of  resources,  prosecution  of  other  crimes  taking  a  higher  priority, 
i  the  desire  to  prosecute  only  cases  with  a  high  likelihood  of  ultimate  conviction. 


B.  Theory  of  Penalties 
Overview 

Civil  and  criminal  penalties  are  only  one  part  of  a  legal  syste 
designed  to  encourage  compliance  with  the  tax  collection  proces 
Withholding  of  tax  on  many  types  of  income,  information  reportiiii 
on  many  payments  and  expenditures,  audit  and  collection  proq 
dures,  taxpayer  assistance  programs,  and  patriotic  and  mori 
values  also  provide  incentives  for  timely  and  accurate  computatid 
and  payment  of  tax. 

In  addition  to  having  a  deterrent  effect,  penalties  can  also  t 
viewed  as  providing  a  just  punishment  for  socially  undesirable  U 
havior,  compensation  to  the  Government  for  the  cost  of  audit  an 
detection,  and  an  additional  source  of  revenue  for  the  Governmen 
This  portion  of  the  pamphlet  discusses  the  ways  these  theories  ma 
have  shaped  the  current  penalty  structure.  I 

A  variety  of  penalties  may  be  imposed  under  the  Code  upon  taj 
payers  who  understate  their  tax  liability  or  fail  to  comply  with  tl^ 
tax  laws  in  other  respects.  In  addition,  penalties  may  be  imposei 
upon  persons  who  may  not  directly  owe  tax  but  have  other  respori 
sibihties  under  the  Code,  such  as  submission  of  information  return! 
or  the  accurate  preparation  of  returns.  The  following  discussion  6 
the  rationales  underlying  the  penalty  system  generally  applies  tj 
both  taxpayers  and  other  persons  with  compliance  responsibilities 

Economic  Deterrence  \ 

One  widely  held  view  of  the  purpose  of  penalties  is  that  they  pro| 
vide  appropriate  incentives  for  taxpayers  to  comply  with  the  ta^ 
l^ws.  In  this  view,  taxpayers  rationally  weigh  the  economic  costal 
and  benefits  of  tax  compliance.  Although  social  and  moral  influ|l 
ences  also  underlie  a  taxpayer's  decision  to  comply,  it  may  be^ 
useful  to  examine  penalties  solely  within  the  framework  of  the  ecw 
nomic  incentives  they  generate. 

The  costs  of  compliance,  from  the  taxpayer's  standpoint,  consisl 
^Ir  value  of  the  taxes  and  other  expenses  paid  as  well  as  the 
^ffort  required  for  timely  and  accurate  compliance  with  the  laws! 
The  benefits  to  the  taxpayer  from  compliance  stem  from  negativ^ 
consequences  avoided.  The  negative  consequences  of  noncompliance 
arise  from  the  possibility  that  the  taxpayer  will  be  audited  and 
identified  as  a  noncomplier,  the  original  tax  liability  plus  interest 
and  penalties  will  have  to  be  paid,  and  criminal  charges  may  bel 
brought.  ^       \ 

The  expected  benefit  to  the  taxpayer  of  noncompliance  equals 
the  value  of  failing  to  pay  tax  without  detection,  minus  the  chance| 
ot  being  caught  times  the  perceived  costs,  if  caught.  An  increase  in 
the  probability  of  detecting  noncompliance  or  an  increase  in  the 
level  of  the  potential  penalty  imposed  generally  will  raise  the  in- 
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ilive  for  compliance.^'  The  deterrent  effect  of  penalties  is  there- 
e  integrally  related  to  both  the  likelihood  of  detection  and  the 
/erity  of  the  penalties. 

Under  the  economic  deterrence  view,  higher  penalties  may  sub- 
tute  for  a  higher  likelihood  of  detection.  For  example,  informa- 
n  reporting  and  withholding  on  wages  make  detection  of  tax  eva- 
.n  on  wages  relatively  easy;  the  likelihood  of  detecting  the  over- 
itement  of  business  expenses  may  be  much  lower.  It  may  still  be 
ssible  to  provide  equivalent  incentives  for  taxpayer  compliance  if 
3  penalty  on  overstatement  of  business  expenses  is  correspond- 
r\y  higher  than  that  for  underreporting  of  wage  income.  To 
iximize  taxpayers'  incentives  to  comply,  the  relationship  of  pen- 
nies and  detection  suggests  that  information  reporting,  audit  pro- 
ams,  and  penalty  structures  should  be  considered  simultaneously. 
A  more  complex  or  uncertain  penalty  structure  may  actually  in- 
case compliance  relative  to  a  structure  that  is  simple  and  cer- 
in,  if  taxpayers  are  risk-averse.  If  a  taxpayer  correctly  perceives 
e  average  level  of  penalties  which  may  be  imposed  but  is  uncer- 
in  about  the  exact  level  of  penalty  which  would  be  imposed  in  his 
her  specific  case,  the  incentive  for  compliance  may  be  greater 
an  if  the  penalty  level  were  certain.  This  is  because  the  risk- 
erse  taxpayer  generally  will  respond  more  strongly,  for  example, 
a  25-percent  chance  of  being  penalized  $10,000  than  a  50-percent 
ance  of  being  penalized  $5,000. 

A  more  complex  and  uncertain  penalty  structure  may,  however, 
ake  it  difficult  for  taxpayers  to  evaluate  accurately  the  average 
■tential  penalty.  If  taxpayers  underestimate  potential  penalties, 
creasing  taxpayer  awareness  of  the  costs  of  noncompliance  will 
crease  the  deterrent  impact  of  the  penalties.  Conversely,  it  may 
,  in  the  Government's  interest  for  taxpayers'  perceptions  to  over- 
timate  the  average  size  of  penalties  since  this  will  provide  a 
rger  incentive  to  comply. 

Complexity  and  uncertainty  about  the  application  of  the  tax  laws 

ten  raise  the  costs  of  compliance  since  the  taxpayer  may  be 

aable  to  determine  simply  and  accurately  the  tax  due.  Instead, 

mplexity  may  force  the  taxpayer  to  retain  more  sophisticated 

■  [vice  which  still  may  not  be  determinative. ^»  Many  argue  that 

iirness  dictates  that  penalties  be  less  harsh  in  these  situations, 

it  a  deterrence  view  would  not  necessarily  lead  to  the  same  con- 

asion.  The  incentive  to  comply  may  be  the  same  regardless  of 

)w  complex  the  law.  As  long  as  additional  resources  and  effort  ex- 

;nded  by  the  taxpayer  will  generate  more  accurate  compliance, 

,  le  incentive  to  comply  will  still  be  effective;  it  does  not  depend  on 

le  ability  of  the  taxpayer  to  obtain  easily  the  correct  outcome. 

Some  take  the  view  that  the  penalty  structure  should  be  used  to 

icourage  taxpayers  to  expend  a  reasonable  effort  to  comply  with 

e  tax  laws.  Others  argue  that  the  true  function  of  the  penalty 

ructure  is  simply  to  advance  the  end  result  of  timely  payment  by 

e  taxpayer  of  the  correct  amount  of  tax  due.  However,  basing 

1  '^  There  may  be  situations  where  an  increase  in  the  penalty  will  have  no  impact  because  the 
'  eentive  to  comply  is  still  too  small  or  was  already  so  large  that  there  will  be  no  additional 

pact  on  the  incentive  to  comply. 

'8  For  example,  the  taxpayer  may  be  able  to  request  a  private  letter  ruling  trom  the  1Kb  on 

e  tax  consequences  of  a  particular  transaction. 
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penalties  on  the  results  of  the  effort,  i.e.,  the  amount  of  tax  unde 
statement,  while  ignormg  fault  or  the  reasonableness  of  the  ta 
payer  s  position,  may  provide  to  the  taxpayer  the  appropriate  i 
centives  to  comply.  It  will  usually  be  administratively  easier  | 
the  Government  to  measure  the  amount  of  tax  understatemei 
than  the  efforts  made  by  the  taxpayer  to  comply  *  9  The  oenal 
structure  in  the  Code  embodies  a  mixture  of  both  principles  sin 
some  penalty  rates  are  based  to  a  degree  on  determinations  of  1 1 
reasonableness  of  the  taxpayer's  position  and  effort  applied  in  cor 

Social  or  Moral  Deterrence 

Another,  complementary  view  of  penalties  is  that  they  provic 
social  or  moral  deterrence  of  inappropriate  or  socially  undesirabi 
behavior.  The  impact  of  tax  penalties  in  this  regard  may  be  limi 
ed,  primarily  due  to  the  fact  that  the  imposition  of  penalties  is  n 
publicized,  unless  the  penalties  are  contested  in  court,  ^o  The  imo. 
wv!f.^  penalties  may  have  a  private  moral  deterrence  valu, 
whot  penalized.'    "^^^  dependent  on  the  values  of  the  taxpay.' 

Fairness  | 

A  different  view  of  the  purpose  of  penalties  suggests  they  serve  ! 
SiST^^  T-'"'^  promoting  incentives  for  efficient  compliance.  In 
stead,  penalties  may  be  enacted  because  of  fairness  considerations 
^J^lf^'^^^^''i  for  transgressions  against  societal  standards.  ^ 
view  ot  penalties  based  purely  on  incentives  suggests  few  reason! 

ZlTif^^  'r'  ^r.  "^P'^^^t^"^-  ^^^^^^««  considerations  may,1bow 
prit'in,  >  to  limitations  on  the  size  of  penalties.  Few  would  consid 
er  It  equitable  to  impose  the  same  punishment  on  a  murderer  as  oj 
a  tax  cheat.  Fairness  demands  the  punishment  fit  the  crime.  ' 

«1  tr^fhfT  ^^^Tl  that  penalties  should  be  roughly  proportion! 
DrinciD^e  tfru  f /he  violation^  It  may  be  difficult  to  follow  this 
?ar?S  .nnL  k1 '^^'  h^^^ve^'  because  the  nature  of  the  violatioii 
L  U.IL1W  w'J^^^fi!"^''^  taxpayers.  The  measure  of  the  violation 
Jl^^nZi^^^^^  ''''  ^^^  ^'?'°''^t  of  tax  underpaid,  so  that  the  penal^ 
ty  imposed  is  consequently  proportional  to  the  tax  underpayment^ 
ict  irdZfn^^^  ?T'''?  °^u^^^  ^>l^tion  is  the  number  of  times  aij 
the  totaTnPn^Hv  ^''''^  ^'n'u  ^'  ^^^V^  ^o  file  information  returns)] 
l«Hnn  ..P  ^l^^^'"^^  "^^^^  b^  ^^^^^^  ^s  disproportionate  to  the  viJ 
Dena?tv  Z;ili!?-  ^^'^k'^  ^^  ^^f'  ^  ^^P  °^  the  amount  of  total 
S^n.o=    i^^Posed   may  be  viewed  as  equitable.   In   some  circumi 

tnTrSe^Z^^^e^^^^^  ^°^^*^°"^  "^^^  ^^  ^^^^^^  -  J-^^f^-^ 
fvT=  t^^^^i  ^^^^""^  ^  penalty  may  limit  its  effectiveness.  If  a  penal- 
tfon  h^Zfn^  too  large  or  inappropriate  for  the  particular  viola- 
hesitate  ?o  ZIT^^,  considerations,  the  IRS  and  the  courts  may! 
ment  k  ^?n^i?-  ^  ^  ^^"^^  taxpayers  recognize  that  the  Govern-! 
ment  is  unwilling  to  impose  certain  harsh  penalties,  a  smaller, 

paid  aS"rHat^;fhfcorf^  ^^lut\fT,^?i^'^  '■"•^T'"^  '\'  ^^^  to  penalize  taxpayers  who 
^r^^^^^i^^^^S^l^^^^l^S^^^^^^rs,  presumably  with  the 
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ore  enforceable,  penalty  might  provide  a  greater  deterrent  effect. 
3r  example,  certain  violations  of  pension  rules  may  result  in  the 
squalification  of  the  whole  pension  plan.  This  penalty  is  consid- 
•ed  so  draconian  that  it  is  rarely,  if  ever,  used.  A  penalty  more 
;;ting  to  the  particular  violation,  such  as  an  excise  tax  on  the 
)llar  amount  of  the  transaction  that  violated  the  tax  rules,  may 
-ove  more  efficacious. 

Equity  considerations  often  lead  one  to  consider  the  taxpayer's 
ttent  and  efforts  in  complying  instead  of  focusing  solely  on  the 
nount  of  tax  underpayment.  The  deterrence  view  instead  suggests 
lat  the  subjective  intent  of  the  taxpayer  may  not  be  particularly 
jlevant  for  determining  the  level  of  penalties.  Both  views  are  re- 
acted in  different  portions  of  the  penalty  structure  of  the  Code, 
he  negligence  and  fraud  penalties,  for  example,  require  that  fault 
/  the  taxpayer  be  demonstrated,  which  reflects  the  equity  view  of 
snalties.  The  substantial  understatement  penalty,  on  the  other 
and,  is  based  on  the  return  position  taken  by  the  taxpayer,  and 
lay  be  more  reflective  of  the  deterrence  view  of  penalties. 
In  general,  equity  considerations  limit  the  size  and  pattern  of 
railable  tax  penalties  and  thus  may  limit  their  ability  to  provide 
ppropriate  incentives  for  compliance.  Consequently,  increased  de- 
letion efforts  may  be  necessary  to  provide  sufficient  compliance 
icentives.  Indeed,  some  argue  that  in  order  for  the  penalty  system 
)  be  viewed  as  equitable.  Government  enforcement  efforts  must 
void  the  appearance  of  randomness  by  assuring  that  the  detection 
f  tax  law  violators  is  relatively  certain. 

*enalties  as  Compensation  for  Enforcement  Costs 

Another  view  of  penalties  is  that  they  serve  as  compensation  to 
tie  Government  for  the  cost  of  finding  and  collecting  the  tax  from 
tie  noncomplier.  This  view  is  related  to  the  concept  of  a  user  fee  in 
tiat  the  taxpayer  is  compensating  the  Government  for  the  cost  of 
:s  enforcement  efforts. 

Under  the  compensation  theory,  penalties  would  not  be  related 
rimarily  to  the  taxpayer's  behavior  that  generated  the  Govern- 
ment's assessment,  but  rather  to  the  Government's  costs  of  detect- 
ng  and  collecting  the  underassessment.  This  could  be  achieved  by 
assessing  the  additional  tax  and  interest  due  as  well  as  a  service 
harge  for  the  amount  of  various  types  of  resources  which  were  re- 
uired  to  locate  and  determine  the  assessment.  Doing  so  could  con- 
lict,  however,  with  equity  goals,  in  that  charging  taxpayers  for  the 
government's  costs,  which  are  predominantly  determined  by  the 
Government  and  are  not  necessarily  proportional  either  to  the  tax 
lue  or  to  its  costs  with  respect  to  similarly-situated  taxpayers,  may 
)e  viewed  as  unfair.  This  view  of  penalties  is  present,  however,  in 
ertain  penalty  provisions.  For  example,  certain  criminal  penalties 
mder  the  Code  require  a  convicted  taxpayer  to  reimburse  the  Gov- 
;rnment  for  the  costs  of  prosecution.  In  addition,  the  penalty  ^  ^  for 
ailure  to  pay  taxes  after  notice  and  demand  doubles  ^^  after  the 


5 'Section  6651(a)(3). 
52  Section  6651(d). 
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IRS   notifies   the   taxpayer   that   it   will   levy   on   the   taxpayer*  l 
assets.  ^^  S 

Penalties  as  a  Revenue  Source  I 

Since  most  penalties  assessed  under  the  Code  require  the  paj 
ment  of  additional  money  to  the  Government,  penalties  can  b 
viewed  as  an  additional  revenue  source  beyond  the  regular  tax  irj 
posed.  The  increase  in  the  number  of  penalties  in  the  last  decadt 
combined  with  the  continuing  pressure  for  increased  tax  colleii 
tions,  have  caused  some  to  suggest  that  tax  penalties  are  bein^ 
used  to  collect  revenue  and  not  simply  to  promote  compliance  wit 
the  tax  laws.  Use  of  penalties  in  this  manner  may  generate  disre 
spect  for  the  tax  system  and,  ultimately,  lead  to  a  decline  in  thi 
level  of  voluntary  compliance. 

It  has  been  suggested  by  some  that  the  changes  made  in  1986  ti 
the  penalty  for  substantial  understatements  of  tax  and  the  penald 
for  failure  to  deposit  withholding  taxes  were  motivated  by  a  desirl 
to  raise  additional  revenue.  The  Omnibus  Budget  Reconciliatioi 
Act  of  1986  increased  the  amount  of  these  penalties  effective  foj 
penalties  assessed  after  the  date  of  enactment.  Because  penalties 
generally  are  not  assessed  until  a  final  determination  of  tax  liabil 
ity,  which  usually  occurs  after  completion  of  the  audit  process,  ad 
ministrative  appeals,  and  Tax  Court  review,  the  increased  penalties 
may  be  imposed  with  respect  to  conduct  that  occurred  prior  to  en 
actment.  Consequently,  it  has  been  argued  that  the  "retroactive' 
increase  in  these  penalties  may  be  unfair  in  that  it  could  not  detei 
conduct  that  occurred  prior  to  the  enactment  of  the  penalty.  How 
ever,  some  feel  that  the  original  penalty  structure  may  have  beer 
unduly  lenient  and  the  penalties  have  been  adjusted  to  punish  vioii 
lations  more  equitably.  I 

Some  may  view  penalties  as  a  generally  unseen  tax,  since  penalJ' 
ties  are  not  imposed  upon  (and  are  therefore  not  visible  to)  most 
taxpayers.  On  the  one  hand,  since  taxpayers  who  owe  penalties 
commonly  may  be  perceived  as  being  guilty  of  misbehavior,  there 
could  be  significant  support  for  using  penalties  to  raise  additional 
revenue.  On  the  other  hand,  some  might  consider  the  use  of  penal- 
ties, especially  those  unrelated  to  fault,  for  any  purpose  other  thai> 
to  promote  compliance  with  the  tax  laws  as  inappropriate  andj 

A  related  argument  stresses  the  flexibility  the  IRS  has  in  assess- 
ing penalties  and  negotiating  settlements.  Some  argue  that  the  IRS 
uses  the  threat  of  additional  penalties  as  a  tool  to  pressure  taxpay- 

AHmS  Jr'  ^rr.*^"*  *"iiu^  ^^u  ^^^°™  ^^t  °f  ^986  in  place  of  a  user  fee  proposed  by  the 
^t  tn  rniw'.°f>,  f  '^°r^u^  ^^"^  been  dependent  on  the  effort  expended  by  the  IRS  in  attempt- 
qllr.L  f  i  ,7^  ^^"^  The  Treasury  Department  document  entitled  "Tax  Reform  for  Fairness, 
th^nlniuv^?  F'^r"'"."'  Growth"  (November  1984,  pp.  406-408)  contained  a  proposal  to  repeal 
PoLwn  fK  f ''"•■^,[°  P?y  taxes  and  replace  it  with  a  cost  of  collection  charge  approximately 
3.  fnr  jSfi.°  of  collectmg  the  dehnquent  taxes.  "The  President's  Tax  Proposals  to  the  Con- 
Th!  ,!Z  ^f"^"^^^'  Growth,  and  Simplicity"  (May  1985)  also  contained  this  proposal  (pp.  112-113). 
bornp  hv  [h^.'r^  rationale  was  that  the  cost  of  collecting  delinquent  taxes  would,  in  effect,  be 
^UnJil  ^  •  A.  ^''^  delayed  making  payment,  rather  than  by  all  taxpayers.  The  proposal 
adnotW  tht'^"  to  encourage  taxpayers  to  pay  delinquent  taxes  more  promptly.  In  lieu  of 
for  faibfrP  tn  .fc™^^''  '  l^^.  Congress  maintained  the  general  structure  of  the  prior-law  penalty 
more  iynPn^ivpLif^^'  '"I'T^l^^^  ^'?°""t  of  the  penalty  once  the  IRS  generally  initiates 
the  taxn«vpr7h/f  /  '-Jm  '"^thods.  Thus,  the  rate  of  the  penalty  doubles  after  the  IRS  notifies 
tne  taxpayer  that  it  will  levy  on  the  taxpayer's  assets. 
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s  into  accepting  unfavorable  settlements.  Taxpayers,  though  con- 
need  that  their  potential  litigating  position  is  sound,  may  accept 
settlement  to  avoid  the  possible  imposition  of  substantial  penal- 
3S.  A  different  view  of  the  same  process  may  characterize  the  IRS 
^fairly  applying  the  tax  laws  to  collect  revenue  efficiently.  Like 
any  parties  involved  in  potential  judicial  proceedings,  the  IRS 
ay  be  willing  to  bargain  away  a  higher  level  of  penalties  in  order 
most  efficiently  utilize  its  resources  in  the  enforcement  of  reve- 
le  laws. 


C.  Tabulations  of  IRS  Penalty  Assessments  ^^ 

The  changing  level  of  penalties  in  the  tax  collection  process  is 
lustrated  by  data  on  the  number  and  amount  of  civil  penalties  i 
sessed  by  the  IRS  during  fiscal  years  1978  through  1986.  Table 
illustrates  that  while  the  number  of  penalties  assessed  annual 
generally  has  remained  stable  since  1981,  it  has  actually  declinj 
by  over  three  million  from  1984  to  1986.  The  total  dollar  amount  | 
penalties  assessed,  however,  has  grown  from  approximately  $l! 
billion  in  1978  to  nearly  $7.0  billion  in  1986.  Similarly,  the  n| 
dollar  amount  of  penalties  assessed  (penalties  assessed  less  abati 
ments)  has  increased  from  approximately  $1  billion  in  1978  to  $i 
billion  in  1986.  i 

The  amount  of  net  penalties  as  a  percent  of  the  amount  of  pen^ 
ties  assessed  has  declined  from  nearly  75  percent  in  1978  to  a! 
proxiniately  50  percent  in  1986.  Although  both  abatements  aij 
penalties  assessed  have  been  increasing  over  time,  it  is  unclej 
why  the  growth  in  the  amount  of  abatements  is  greater  than  tl 
growth  in  the  amount  of  penalties  assessed. 

i 
Table  1.— Number  and  Amount  of  Civil  Penalties  Assessed,  Fiscal 

Years  1978-1986  I 


Fiscal  year 


Number  of 
penalties 
assessed 
(millions) 


1978 15.4 

1979 20.8 

1980 19.6 

1981 22.1 

1982 26.3 

1983 25.2 

1984 26.1 

1985 22.0 

1986 22.9 


Amount  of 
penalties 
assessed 
(billions) 


$1.3 
1.6 
2.1 
3.0 
5.1 
4.6 
5.1 
5.7 
6.9 


Amount  of 

net  penalties  ' 

(billions) 


$1.0 
1.2 
1.6 
2.1 
3.3 
2.4 
3.1 
3.0 
3.5 


Amount  ofi 

net  penalitej 

as  a  perceni 

of  penalties 

assessed  ^  I 


74 
75 
74 
70 
65 
52 
62 
54 
51 


'  Net  penalties  are  penalties  assessed  during  the  fiscal  year  less  penalties  abate 
during  the  fiscal  year. 

Source:  Various  issues  of  the  Annual  Report  of  the  Internal  Revenue  Servia 


The  statistical  data  on  IRS  penalty  assessments  contained  in  this  section  is  derived  froi 
various  issues  of  the  Internal  Revenue  Service  Annual  Report.  The  IRS  only  began  report.n 
penalties  assessed  separately  from  tax  and  penalties  recommended  after  examination  in  th 
i»<»  Annual  Report.  All  references  in  this  section  are  to  fiscal  years. 

(26) 
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Table  2  provides  data  on  the  audit  rate  and  the  number  of  re- 
irns  examined  in  the  corresponding  1978  through  1986  period, 
ince  1978,  the  individual  audit  rate  has  declined  by  nearly  a  half 
id  the  corporate  audit  rate  has  fallen  by  two-thirds.  The  number 
■  returns  examined  also  has  declined  by  over  40  percent  during 
16  same  period.  Despite  the  drop  in  audit  rates  and  the  number  of 
iturns  examined,  the  number  of  penalties  assessed  has  increased 
ightly  and  the  dollar  amount  of  penalties  assessed  has  increased 
i-amatically.  This  could  be  attributable  to  better  targeting  of  en- 
ircement  resources,  increased  noncompliance  of  taxpayers,  in- 
•eased  matching  of  information  returns,  the  increase  in  the 
limber  of  potential  penalties,  increased  penalty  rates,  or  a  greater 
illingness  by  the  IRS  to  impose  penalties. 

able  2. — Individual  and  Corporate  Income  Tax  Return  Audit  Rate 
and  Returns  Examined,  Fiscal  Years  1978-1986 


Individual 

Corporate 

Total  returns 

Fiscal  yeat 

audit  rate 

audit  rate 

examined 

(percent) 

(percent) 

(millions) 

)78 

2.16 

8.01 

2.4 

)79 

2.11 

7.44 

2.3 

)80 

2.02 

6.48 

2.2 

)81 

1.77 

5.05 

2.0 

)82 

1.55 

4.73 

1.8 

)83 

1.50 

3.64 

1.7 

)84 

1.27 

2.66 

1.5 

)85 

1.31 

2.39 

1.5 

)86 

1.10 

2.25 

1.3 

;Source:  Various  issues  of  the  Annual  Report  of  the  Internal  Revenue  Service. 
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The  data  in  Table  3  suggest  that  civil  penalties  also  have  in 
creased  in  importance  as  an  element  of  total  revenue  that  is  direct 
ly  derived  from  enforcement  activities.  Penalties  accounted  for  onW 
20  percent  of  the  total  additional  tax  and  penalties  assessed  in  1978 
but  accounted  for  over  35  percent  of  additional  tax  and  penalties 
assessed  in  1986.  The  data  in  Table  3  also  indicate  that  as  a  reve 
nue  source  net  penalties  represent  a  very  small  portion,  less  thar 
half  of  one  percent,  of  total  IRS  collections.  This  percentage! 
though,  is  almost  double  that  in  1978.^^ 

Table  3. — Civil  Penalties  Assessed  as  a  Percent  of  Additional  Taj 
and  Penalties  Assessed  and  as  a  Percent  of  Total  IRS  Colleci 
tions,  Fiscal  Years  1978-1986  ! 


Fiscal  Year 


Penalties 

assessed  as 

percent  of 

additional  tax 

and  penalties 

assessed 

Penalties 

assessed  as 

percent  of  total 

IRS  collections 

Net  penalties ' 

as  percent  of 

total  IRS 

collections 

20.65 

0.32 

0.24 

21.71 

0.34 

0.26 

22.32 

0.41 

0.30 

27.98 

0.49 

0.34 

43.05 

0.80 

0.52 

33.35 

0.73 

0.38 

35.20 

0.74 

0.46 

33.09 

0.76 

0.41 

35.94 

0.89 

0.45 

1978. 
1979. 
1980. 
1981. 
1982. 
1983. 
1984. 
1985. 
1986. 


'Net  penalties  are  penalties  assessed  during  the  fiscal  year  less  penalties 
during  the  fiscal  year. 

Source:  Various  issues  of  the  Annual  Report  of  the  Internal  Revenue  Servid 


*^  The  amount  of  penalties  assessed  does  not  represent  the  revenue  gain  to  the  Governme: 
because  assessed  penalties  are  often  not  collected.  Because  it  is  likely  that  the  ability  to  collej 
penalties  from  taxpayers  is  considerably  worse  than  for  normal  tax  collections,  the  amount 
assessed  penalties  actually  collected  as  a  percentage  of  total  IRS  collections  is  likely  to  be  lowj 
than  Table  3  indicates.  There  is  no  available  data  indicating  the  amount  of  penalties  assess^ 
which  are  actually  collected. 
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Table  4  contains  data  on  the  number  and  amounts  of  civil  penal- 
3S  assessed  by  type  of  return  for  1986.  Penalties  assessed  with  re- 
lect  to  individual  income  tax  returns  (11.6  million  penalties  as- 
ssed)  comprised  over  50  percent  of  the  total  number  of  penalties 
;sessed.  Approximately  9.4  million  (or  81  percent)  of  these  penal- 
3S  on  individuals  were  estimated  tax  and  failure  to  pay  penalties, 
early  nine  million  employment  tax  penalties  were  assessed  for 
le  1986  fiscal  year,  with  the  vast  majority  imposed  for  delinquen- 
'  and  failure  to  pay.  Only  14  thousand  civil  fraud  penalties,  total- 
g  $185  million,  were  assessed  in  1986. 

The  percentage  of  net  penalties  to  penalties  assessed  varies  sig- 
.ficantly  for  the  various  types  of  penalties.  In  general,  the  ratio  of 
3t  penalties  to  penalties  assessed  is  lower  for  the  corporate  penal- 
es  as  compared  to  the  individual  penalties.  Much  of  the  observed 
iriation  among  the  types  of  penalties  is  due  to  differences  in  as- 
issment  procedures  and  statistical  tabulation  methods.  For  exam- 
e,  failure  to  file,  failure  to  pay,  and  estimated  tax  penalties  are 
sually  assessed  before  the  IRS  appeals  process,  and  are  often  as- 
srted  automatically  by  computer.  In  contrast,  negligence  and  civil 
aud  penalties  are  usually  assessed,  except  in  cases  of  jeopardy, 
ily  after  court  proceedings  or  after  the  taxpayer  has  conceded 
lat  the  application  of  the  penalties  is  correct.  Accordingly,  the 
itios  of  net  penalties  to  penalties  assessed  are  much  higher  for 
3gligience  and  civil  fraud  than  for  estimated  tax  penalties. 
There  are  other  factors  that  may  explain  the  variations  in  the 
itios  of  net  penalties  to  penalties  assessed  for  the  various  types  of 
Bnalties.  The  penalty  for  failure  to  pay  and  the  estimated  tax  pen- 
ities  may  often  be  asserted  when  there  has  been  a  misapplication 
-  a  taxpayer's  payment  by  the  IRS.  These  penalties  are  abated 
hen  the  payment  is  correctly  applied.  It  is  also  possible  that  an 
batement  may  occur  in  a  year  different  from  when  the  penalty 
sing  abated  was  assessed.  The  length  of  time  between  the  assess- 
lent  and  abatement  may  differ  for  various  types  of  penalties  and 
lay  cause  spurious  differences  in  the  ratio  of  net  penalties  to  pen- 
ities  assessed.  For  all  these  reasons,  it  may  be  difficult  to  draw 
mclusions  from  these  ratios  regarding  the  effectiveness  and  effi- 
ency  of  IRS  operations,  the  extent  that  penalties  are  used  as  a 
argaining  tool  by  the  IRS,  or  the  overall  impact  on  taxpayers  of 
arious  types  of  penalties. 
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Table  4. — Number  and  Amount  of  Civil  Penalties  Assessed  and  Net 
Penalties,  Fiscal  Year  1986 


Assessments 


Number 
(millions) 


Amount 
(millions) 


Amount  of 

net 
penalties  ^ 
(millions) 


Amount  of 

net  penalties 

as  a  percent 

of  penalties 

assessed  ' 


Individual 

Delinquency  ^.... 
Estimated 

tax  ^ 

Failure  to 

pay^ 

Fraud  ^ 

Negligence  ^ 

Other 

Corporate 

Delinquency  '^.... 
Estimated 

tax  ^ 

Failure  to 

pay  4. 

Fraud  ^ 


rraua  " 

Negligence 
Other 


Employment 

Delinquency  ^.. 
Failure  to 

pay* 

Fraud  ^ 

Other 


Excise  ^ 

Estate  and  Gift « 

All  Other 

Non-Return 

Total,  All  Civil 
Penalties 


11.620         $2,482.3         $1,592.4 


1.579 

2.720 

6.714 
0.012 
0.229 
0.366 

0.954 


0.164 

0.336 

0.432 
0.001 
0.004 
0.017 

8.918 


2.614 

5.182 
0.001 
1.121 

0.921 
0.027 
0.369 
0.106 


552.6 

985.6 

365.9 
151.3 

245.8 
181.1 

1,507.1 


406.0 

391.5 

310.4 
128.1 
199.2 
157.2 

587.1 


598.5 
331.4 

383.9 
26.3 
28.9 

138.1 

1,770.1 


175.2 
151.9 

110.6 
22.7 
26.5 

100.2 

875.4 


763.1 

376.8 

1.9 

628.4 

249.5 

91.2 

560.5 

267.6 


502.4 

190.8 

1.8 

180.4 

70.6 

2.8 

169.7 

217.2 


22.914    $6,928.3    $3,515.2 


64 


74 

40 

85 
85 
81 
87 

39 


29 

46 

29 
86 
92 
73 


49 


66 

51 
95 
29 

29 

3 

30 

82 


51 


'  Net  penalties  are  penalties  assessed  during  the  fiscal  year  less  penalties  abatei 
during  the  fiscal  year. 

2  Sec.  6651(a)(1). 

3  Sec.  6654. 

*  Sec.  6651  (a)(2)  and  (a)(3). 

*  Sec.  6653(b). 
«  Sec.  6653(a). 
^  Sec.  6655. 
8  Primarily  sec.  6651  (a)(1),  (a)(2),  and  (a)(3). 

Source:  1986  Annual  Report  of  the  Internal  Revenue  Service. 


D.  Overlapping  Penalties 
General 

The  civil  tax  penalty  provisions  of  present  law  may  be  criticized 
•  providing  multiple  penalties  that  may  be  imposed  with  respect 
a  single  act  or  failure  to  act.  One  basis  for  this  criticism  is  that 
3  total  dollar  amount  of  all  potentially  applicable  penalties  may 
ar  no  relation  to  the  conduct  of  the  person  that  is  subject  to  the 
nalties.  In  fact,  the  imposition  of  multiple  penalties  for  civil  tax 
rposes  may  result  in  total  monetary  penalties  that  greatly 
ceed  the  monetary  penalties  for  comparable  non-tax  Federal  of- 
ises.  The  use  of  statutory  caps  for  many  penalties  (see  part  F., 
low)  may  mitigate  the  harshness  of  these  effects. 
A.n  additional  criticism  is  that  the  extent  of  the  overlap  among 
rtain  penalty  provisions  is  unclear  to  taxpayers  and  the  IRS. 
lus,  if  two  or  more  penalties  are  intended  to  apply  to  a  single  act 

failure  to  act,  the  uncertainty  concerning  the  possible  applica- 
m  of  such  penalties  may  reduce  their  intended  effect  in  deterring 
jectionable  behavior.  Furthermore,  to  the  extent  that  the  IRS 
as  not  uniformly  apply  the  same  penalty  or  penalties  to  identical 

substantially  similar  conduct,  the  penalty  provisions  can  be 
iticized  as  unfair.  On  the  other  hand,  however,  some  uncertainty 
unavoidable  if  an  element  of  judgment  is  involved  in  the  imposi- 
in  of  a  penalty  (such  as,  for  example,  where  there  is  a  reasonable 
use  exception  to  a  penalty). 

wrlap  of  Understatement  Penalties  and  Negligence/Fraud  Penal- 
ties 

As  previously  mentioned  in  parts  I.,  B.  and  C.  (above),  taxpayers 
e  subject  to  a  penalty  if  any  part  of  an  underpayment  of  tax  is 
e  to  negligence  or  fraud.  In  addition.  Congress  has  recently  en- 
ted  several  penalties  that  apply  to  underpayments  of  tax  without 
gard  to  whether  the  conduct  of  the  taxpayer  that  led  to  the  un- 
rpayment  was  negligent  or  fraudulent.  ^^  For  example,  the  sub- 
mtial  understatement  penalty  generally  applies  if  there  is  an  un- 
rstatemeut^f  tax  for  any  taxable  year  that  exceeds  the  greater 
(1)  10  percent  of  the  tax  required  to  be  shown  on  the  return,  or 
I  $5,000  ($10,000  for  most  corporations).  Similarly,  the  penalty  for 
come  tax  valuation  overstatements  and  the  penalty  for  estate  or 
Ft  tax  valuation  understatements  generally  apply  to  an  underpay- 
9nt  of  tax  that  is  attributable  to  a  valuation  overstatement  or 
luation  understatement  that  exceeds  a  specific  percentage  of  the 
rrect  valuation. 

^  These  "no  fault"  penalties,  however,  may  be  waived  by  the  IRS  if  the  taxpayer  establishes 
it  (1)  there  was  a  reasonable  basis  or  reasonable  cause  for  the  position  claimed  on  the  return 
1  (2)  the  taxpayer  acted  in  good  faith. 

(31) 
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Some  have  argued  that  it  is  inappropriate  to  impose  the  neg| 
gence  or  fraud  penalty  and  an  understatement  penalty  with  t{ 
spect  to  the  same  underpayment  of  tax  because  the  understat 
ment  penalties  were  designed  to  apply  without  proving  fault  on  tl 
part  of  the  taxpayer  (which  is  a  necessary  element  in  proving  negJ 
gence  or  fraud).  On  the  other  hand,  it  may  be  appropriate  1 
permit  the  imposition  of  both  penalties  with  respect  to  the  san 
underpayment  in  appropriate  circumstances,  because  the  unde 
statement  penalties  and  the  negligence  and  fraud  penalties  are  ta 
geted  at  different  aspects  of  the  taxpayer's  behavior.  Thus,  impo 
ing  both  penalties  could  be  necessary  in  order  to  provide  a  suf! 
cient  deterrent  to  different  elements  of  objectionable  behavior  b 
the  taxpayer. 

Overlap  of  Penalty  for  Aiding  and  Abetting  Understatement  of  Toi^ 
Liability  and  Penalty  for  Promoting  Abusive  Tax  Shelters 

The  recently  enacted  penalties  for  aiding  and  abetting  the  undel 
statement  of  tax  liability  and  for  promoting  abusive  tax  sheltei 
also  may  be  imposed  with  respect  to  a  single  act  of  a  person.  Fq 
example,  an  attorney  who  assists  in  the  organization  of  a  tax  she| 
ter  by  preparing  an  opinion  with  respect  to  the  availability  of  ta|' 
benefits  may  be  subject  to  the  aiding  and  abetting  penalty  and  th 
penalty  for  promoting  abusive  tax  shelters  if  the  opinion  contains 
false  or  fraudulent  statement  that  the  attorney  knows  will  resu 
in  an  understatement  of  tax.  In  addition,  person's  conduct  with  n 
spect  to  a  single  tax  shelter  may  lead  to  the  imposition  of  multipl 
penalties  for  promoting  abusive  tax  shelters.  ^'^ 

The  imposition  of  multiple  civil  penalties  with  respect  to  a  singl 
tax  shelter  may  lead  to  a  total  amount  of  penalties  that  greatly  83 
ceeds  the  gross  receipts  or  net  income  earned  by  the  person  frori 
the  shelter.  It  could  be  argued,  however,  that  this  result  is  appr(j 
priate  given  the  fact  that  the  activities  of  the  person  may  result  i| 
an  understatement  of  tax  by  a  large  number  of  taxpayers.  One  wa) 
to  mitigate  any  perceived  unfairness  in  this  provision  would  be  tl 
provide  an  overall  limit  on  the  penalty,  based  on  either  gross  r^ 
ceipts  or  net  income.  It  is  also  possible  that  the  application  of  thj 
passive  loss  limitations  contained  in  the  Tax  Reform  Act  of  193| 
may  significantly  curtail  tax  shelter  activities,  thereby  decreasin 
the  incidence  of  tax  shelter  penalties. 


^'  In  Waltman  v.  U.S.,  618  F.  Supp.  718  (M.D.  Fla.  1985),  the  court  held  that  the  term  "activ 
ty"  as  used  in  section  6700  refers  to  each  sale  of  an  interest  in  a  tax  shelter,  and,  consequent]; 
a  minimum  $1,000  penalty  could  be  imposed  with  respect  to  each  sale.  On  the  other  hand,  i 
Spriggs  V.  U.S..  87-2  USTC  Par.  9392  lE.D.  Va.  19S7i,  the  court  concluded  that  the  term  "activ 
ty"  refers  to  the  overall  activity  of  promoting  an  abusive  tax  shelter,  and,  thus,  only  a  singl 
penalty  may  be  imposed  for  all  sales  activities. 


E.  Gaps  in  Current  Penalty  Structure 

Despite  the  large  number  of  civil  penalty  provisions  provided 
der  present  law,  in  a  number  of  cases  penalties  are  not  imposed 
th  respect  to  undesirable  conduct  either  because  no  penalty  ap- 
es to  the  conduct  or  the  IRS  is  reluctant  to  assert  a  penalty  that 
ly  be  applicable  to  the  conduct.  The  IRS  may  be  reluctant  to 
3ert  an  otherwise  applicable  penalty  if  the  amount  of  the  penalty 
3atly  exceeds  the  amount  of  tax  that  is  underpaid  as  a  result  of 
3  undesirable  conduct. 

For  example,  it  is  understood  that  the  IRS  ordinarily  does  not 
sert  a  penalty  for  a  non-willful  failure  to  file  an  information 
:urn  relating  to  distributions  from  profit-sharing  and  retirement 
ms  because  the  only  penalty  that  applies  to  such  conduct  is  a  $25 
nalty  for  each  day  that  the  return  is  not  filed.  ^^  In  contrast,  the 
nalty  that  generally  applies  to  a  non-willful  failure  to  file  other 
Des  of  information  returns  is  $50,  regardless  of  the  length  of  time 
at  the  return  is  not  filed. 

/Vs  an  additional  example  of  undesirable  conduct  where  a  penalty 
not  asserted,  it  is  understood  that  the  IRS  ordinarily  does  not 
sert  a  penalty  for  a  non-willful  failure  to  file  an  inforniation 
:urn  with  respect  to  the  payment  of  fixed  or  determinable 
nual  or  periodical  income  to  a  nonresident  alien  or  a  foreign  cor- 
ration.  The  only  applicable  penalty  is  the  penalty  for  failure  to 
5  a  tax  return,  which  the  IRS  generally  considers  inappropriate 

•  a  failure  to  file  an  information  return. ^^ 

Finally,  it  has  been  suggested  that  the  current  penalty  provisions 
not  adequately  address  the  failure  of  S  corporations  to  file 
tiely  returns.  Under  present  law,  a  partnership  that  fails  to  file 
tiely  a  return  or  files  a  return  that  fails  to  show  required  infor- 
ition  is  liable  for  a  penalty  for  each  month  (not  to  exceed  five 
mths)  that  the  partnership  return  is  late  or  incomplete.  The 
lount  of  the  penalty  for  each  month  is  $50  multiplied  by  the 
mber  of  partners  in  the  partnership  for  the  taxable  year  for 
lich  the  return  is  due.  There  is  no  similar  penalty  that  applies  to 
corporations.  ^° 

'  Under  the  authority  of  section  6047,  the  IRS  requires  the  filing  of  information  returns  on 
m  W-2P  (statement  for  recipients  of  annuities,  pensions,  retired  pay  or  IRA  payments)  and 
m  1099-R  (statement  for  recipients  from  profit-sharing,  retirement  plans,  individual  retire- 
it  arrangements,  etc.).  In  addition,  under  the  same  authority,  the  IRS  requires  a  copy  of  each 
m  W-2P  and  each  Form  1099-R  to  be  provided  to  the  recipient  of  the  annuity,  pension,  re- 
d  pay,  IRA  payment  or  total  distribution.  The  only  applicable  penalty  for  the  failure  to  file 
information  return  or  payee  statement  is  contained  in  section  6652(e),  which  imposes  a  pen- 
of  $25  for  each  day  a  return  or  statement  required  under  section  6047  is  not  filed. 

*  Treas.  reg.  sec.  1.1461-2  requires  withholding  agents  to  (1)  file  an  annual  information  return 
Form  10428  with  respect  to  each  recipient  of  a  payment  of  fixed  or  determinable  annual  or 
iodical  income,  and  (2)  provide  a  copy  of  the  Form  1042S  to  the  recipient  of  the  income.  This 
irmation  is  used  by  the  IRS  to  verify  that  each  withholding  agent  is  deducting  and  withhold- 
the  correct  amount  of  tax.  In  addition,  the  IRS  compiles  the  information  submitted  on  Form 
2S  by  country  of  residence  of  the  recipient  and  supplies  it  to  each  country  that  has  entered 
)  a  treaty  with  the  United  States  that  provides  for  the  mutual  exchange  of  information. 

"  The  general  $50  penalty  for  the  failure  to  furnish  payee  statements  applies  to  the  failure  of 
S  corporation  to  furnish  a  copy  of  information  shown  on  the  return  to  shareholders  of  the  S 
poration. 
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F.  Caps  on  Penalties 

Several  of  the  existing  civil  tax  penalties  that  relate  to  informa 
tion  reporting  are  capped  at  a  specific  dollar  amount.  For  example' 
the  total  amount  of  penalties  that  may  be  imposed  with  respect  t 
any  calendar  year  for  the  failure  to  file  certain  information  re 
turns,  the  failure  to  furnish  certain  payee  statements,  or  the  fail 
ure  to  include  a  taxpayer  identification  number  on  certain  returm 
or  statements  generally  is  limited  to  $100,000.  Similarly,  a  $20,00l 
cap  generally  applies  to  penalties  that  may  be  imposed  with  rej 
spect  to  any  calendar  year  for  the  failure  to  include  correct  infoil 
mation  on  certain  information  returns  or  payee  statements.  ji 

The  limitations  on  the  total  amount  of  penalties  that  may  be  iirij 
posed  with  respect  to  any  calendar  year  do  not  apply  in  the  case  q 
returns  and  statements  that  relate  to  the  reporting  of  interest,  divi 
dends,  or  patronage  dividends.  In  addition,  the  $100,000  cap  for  th^ 
failure  to  file  certain  information  returns  and  the  $20,000  cap  foj 
the  failure  to  include  correct  information  on  certain  informatioJ 
returns  or  payee  statements  do  not  apply  if  the  failure  is  due  d 
intentional  disregard  of  the  filing  requirement.^^  ! 

It  has  been  suggested  that  the  information  reporting  penaltiej 
should  not  be  limited  to  a  specific  dollar  amount  because  a  limitaj 
tion  diminishes  the  effectiveness  of  the  penalty  where  there  haj 
been  a  failure  to  properly  file  a  large  number  of  returns  or  paye^ 
statements.  ^2  gy  limiting  the  maximum  penalty  that  may  be  irai 
posed,  the  cost  of  complying  with  the  filing  requirements  for  an^ 
year  may  exceed  the  amount  of  the  penalty  for  that  year,  and,  conj 
sequently,  there  may  be  no  incentive  to  comply  with  the  filing  rej 
quirement.  Because,  however,  the  total  failure  to  file  informatioii 
returns  may  well  be  regarded  as  intentional,  resulting  in  the  inapj 
plicability  of  any  cap,  this  problem  may  not  arise  in  actuality.         { 

In  addition,  the  limitations  may  be  criticized  for  treating  mor< 
favorably  those  persons  that  are  required  to  file  a  large  number  o| 
returns  or  payee  statements.  For  example,  a  business  that  filei| 
10,000  information  returns  containing  incorrect  information  foi 
any  taxable  year  would  pay  an  average  penalty  of  $2  per  returi 
($20,000  cap  divided  by  10,000  returns),  while  another  business  tha 
files  50  information  returns  containing  incorrect  information  foi 
any  taxable  year  would  pay  the  full  penalty  of  $5  per  return.  ^^ 

In  response  to  the  argument  in  favor  of  removing  the  cap  on  pen 
alties,  it  has  been  suggested  that  the  caps  are  necessary  becaus( 
otherwise  filers  could  be  subject  to  enormous  penalties  that  are  dis 
proportionate  both  to  the  filer's  conduct  and  to  the  penalties  foj 

®*  In  the  case  of  intentional  disregard  of  the  filing  requirement,  the  amount  of  the  penalty  i 
generally  increased  to  $100  per  return. 

^2  See,  for  example.  The  President's  Tax  Proposals  to  the  Congress  for  Fairness,  Growth,  ant 
Simplicitv  (May  1985),  pp.  112-113. 

63  Section  6723. 
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my  other  Federal  offenses.  Absent  a  cap  on  penalties,  the  IRS 
ly  be  reluctant  to  assert  penalties  of  such  magnitude, 
[f  it  is  determined  that  caps  are  necessary,  it  may  be  appropriate 
extend  the  applicability  of  the  caps  to  returns  and  statements 
at  relate  to  the  reporting  of  interest,  dividends,  and  patronage 
/idends  (absent  willfulness  in  the  failure  to  file). 


G.  Complexity  of  Penalties 

The  civil  tax  penalties  of  present  law  have  been  criticized  « 
unduly  complex  and  confusing  both  to  taxpayers  and  the  IRS.  fl 
the  case  of  taxpayers,  complexity  may  result  in  the  penalties  nd 
providing  an  adequate  deterrent  to  undesirable  behavior.  This  ma^ 
occur  if  the  penalties  are  so  complex  that  a  taxpayer  is  unable  t| 
determine  readily  the  application  of  the  law  to  the  taxpayer's  pai 
ticular  situation.  In  the  case  of  the  IRS,  aspects  of  the  penaltid 
may  be  so  complex  as  to  be  unadministrable  by  the  average  IRJ 
employee.  Additionally,  complexity  may  lead  to  uneven  applicatioi 
of  penalties  to  similarly  situated  taxpayers.  Thus,  a  penalty  may  bl 
asserted  with  respect  to  a  particular  taxpayer's  conduct  while  arj 
other  taxpayer,  who  engaged  in  the  same  or  substantially  similai 
conduct,  is  not  penalized  at  all  or  is  subject  to  a  penalty  of  a  lowei 
dollar  amount.  This  uneven  application  of  the  penalty  provision^ 
by  the  IRS  may  lead  to  disrespect  for  the  tax  system  and  a  de 
crease  in  the  level  of  voluntary  compliance.  i 

On  the  other  hand,  many  of  the  complexities  contained  in  thj 
present-law  penalty  provisions  are  the  result  of  an  attempt  i\ 
tailor  the  penalty  to  the  conduct  that  is  being  penalized.  For  exad 
pie,  the  substantial  understatement  penalty  is  often  criticized  aj 
overly  complex  because  the  application  of  the  penalty  often  d^ 
pends  upon  whether  "substantial  authority"  exists  with  respect  t^ 
the  treatment  of  an  item  or  whether  the  facts  relating  to  the  treat 
ment  of  an  item  are  "adequately  disclosed."  The  substantial  ai^ 
thority  and  adequate  disclosure  standards  are  dependent  upon  ihi 
circumstances  of  the  particular  case  and  may  be  applied  inconsistj 
ently  by  different  revenue  agents  or  appeals  officers.  ; 

The  substantial  authority  and  adequate  disclosure  standard^ 
however,  may  be  considered  necessary  in  order  to  achieve  the  puii 
pose  of  the  penalty,  which  is  to  reduce  the  number  of  taxpayer) 
taking  questionable  positions  on  their  returns  in  the  hope  thaj 
they  would  not  be  audited.  It  is  unlikely  that  the  penalty  would 
achieve  its  purpose  if  it  applied  where  the  taxpayer  had  substantial 
authority  for  the  treatment  of  an  item  or  adequately  disclosed  th< 
facts  relating  to  the  treatment  of  an  item. 

Another  factor  tending  to  increase  the  complexity  of  the  penaltj 
structure  in  the  Code  is  the  attempt  to  provide  taxpayers  and  tW 
IRS  with  as  much  guidance  as  possible  on  the  scope  and  applica] 
tion  of  penalties.  This  reduces  uncertainty  and  increases  the  liklil 
hood  of  fairer  administration  and  application  of  the  penalties;  i] 
also  tends  to  make  the  penalty  structure  more  complex  and  de 
tailed. 

The  number  of  tax  penalties  contained  in  present  law  has  ofter 
been  cited  as  an  illustration  of  the  complexity  of  the  penalty  provi 
sions.  The  elimination  or  consolidation  of  many  of  the  existing  pen] 
alties  may,  however,  lead  to  additional  complexity  or,  more  impori 
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itly,  to  penalties  that  are  not  adequately  tailored  to  the  conduct 
at  is  subject  to  penalty.  The  elimination  or  consolidation  of  many 
the  existing  penalties  could  lead  to  increased  uncertainty  due  to 
3  loss  of  detail  in  the  statute,  increased  discretion  by  the  IRS  in 
plying  the  penalties,  and  decreased  uniformity  in  the  application 
penalties  to  taxpayers.  As  is  often  the  case  with  tax  legislation, 
ne  complexity  may  be  necessary  to  achieve  a  degree  of  fairness. 


APPENDIX:  LIST  OF  TAX  PENALTIES 

This  Appendix  lists  the  penalties  currently  in  the  Internal  Reve- 
ie  Code.  The  table  is  organized  by  section  of  the  Code  ("Sec"), 
ext  is  the  title  of  the  section;  a  brief  description  of  the  penalty  is 
icluded  parenthetically  if  the  title  of  the  section  is  not  self-explan- 
ory.  Finally,  there  is  an  indication  of  whether  the  penalty  pre- 
)minantly  applies  to  individuals,  to  corporations,  or  to  both.  If  the 
malty  relates  to,  is,  or  functions  similarly  to  an  excise  tax,  that  is 
so  indicated. 
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